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Calendar of Events 

May 7—8 P. M.—Special Technical 
Meeting — Subject: Restaurant 
Accounting, Engineering Audito- 
rium, 29 W. 39th Street, New 
York City. 

May 12—Regular Meeting of the 
Board of Directors. 

May 12—7:45 P. M.—Society Meet- 
ing—Subject: The Significance 
of the TNEC Study. Location: 
Empire Room, Waldorf-Astoria 
Hotel, Lexington Avenue and 
49th Street, New York City. 

June 3—Eighth Annual Outing, 
Westchester Country Club, Rye, 
N. Y. 

June 12—Regular Meeting of the 
Board of Directors. 

June 27-29—Eighth Regional Chap- 
ter Conference, Higby’s, Big 
Moose, N. Y. 





Election of Officers 


On May 12, 1941, the election of 
officers and directors of the Society 
for the forthcoming year was held 
at the Waldorf-Astoria Hotel. The 
Nominating Committee appointed 
on March 17th submitted the names 
of the following officers and direc- 
tors for the ensuing year, who were 
subsequently elected to office. They 


will assume office on October 1, 
1941. 

Officers 
ANDREW STEWART .......0..000 President 


J. ArtHUR MARVIN First Vice-President 
SAUL | , ea e Second Vice-President 
S. CARLTON KINGSTON ......+.00: Secretary 
Harry E. Van BENSCHOTEN ..... Treasurer 
Directors 
(For a Period of Three Years) 
Maurice AUSTIN A. S. FEppE 
Francis P. Byerty GeorcEe W. O’NEIL 
ArTHUR H. RosENKAMPFF 
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Membership for Committees 


In order to facilitate the appoint- 
ment of committees for the year 
1941-42, President-elect Stewart re- 
quests that members desirous of 
serving on technical committees of 
the Society (a list of which appears 
in the Year Book) advise the So- 
ciety’s office concerning those on 
which they feel qualified to serve. 
Committees will be selected during 
the summer and will take effect on 
October 1, 1941. 


Members expressing a desire to 
serve On committees and accepting 
committee appointments should 
realize that acceptance conveys a 
willingness to assume the responsi- 
bilities of a member of the commit- 
tee, and to attend meetings and 
work on the activities of the com- 
mittee. 


Eighth Annual Outing 


The Annual Outing and Tourna- 
ment of the Society will be held 
this year on Tuesday, June 3, 1941, 
at the Westchester Country Cluh, 
Rye, N. Y. A tennis tournament 
and informal golf will be held in 
the morning, following which lun- 
cheon will be served. After lunch 
the golf tournament will take place, 
and the finals of the tennis tourna- 
ment will be decided in the after- 
noon. Dinner will be served at 7:30 
P.M., at which time the various 
prizes will be awarded. If those 
members expecting to attend have 
not already sent in reservation cards 
to the Society’s office, they should 
do so without delay. It is hoped 
that many members will turn out 
this year and bring their friends 
with them. 
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Eighth Chapter Conference 

The time is drawing near for the 
Eighth Annual Chapter Conference 
of the Society, which will be held 
this year at Higby’s, Big Moose, 
New York, instead of Holl’s Inn. 
The dates will be June 27-29, and 
the Committee in charge of the ar- 
rangements is pleased to announce 
that an attractive program is being 
prepared. This will include a series 
of interesting addresses by several 
of our prominent upstate members, 
and discussions of topics of current 
interest to the accounting profes- 
sion. As in the past, a well-rounded 
sports program is being formulated 
to assure members the most enjoy- 
able week-end possible. Rain, simi- 
lar to that of last year, is confidently 
not expected. 

The members will be advised of 
the program details at a later date. 
However, all those who plan to at- 
tend this Conference should make 
their reservations with the office of 
the Society, 15 E. 41st Street, New 
York City, as early as possible in 
view of the large attendance expected. 


Spring Technical Meetings 

The Spring series of special tech- 
nical meetings terminated with the 
May 7th meeting arranged by the 
Committee on Restaurant Account- 
ing. This is the sixth year that these 
forums have been held, and they con- 
tinue to gain in popularity and atten- 
dance. A record was made this year 
when approximately 725 members 
and guests attended the meeting 
sponsored by the Public Utilities Ac- 
counting Committee on April 2nd. 
On April 9th the proceedings of the 
Fiduciary Accounting Committee 
also drew a better than average 
audience. Below is included a list 
of the meetings held on successive 
Wednesdays in April and May of 
this year: 


April 2nd—- Public Utilities Ac- 
counting 


NO 


e 


April 9th—Fiduciary Accounting 
April 16th—Automobile Dealers’ 
Accounting 
April 23rd—Investment Trusts 
April 30th— Consolidations and 
Reorganizations 
May 7th—Restaurant Accounting 
It is intended to publish as many 
of the papers presented at these 
meetings as possible in forthcoming 
issues of the NEw YorxK CERTIFIED 
PusLic AccouNTANT. The June issue 
will contain papers presented by the 
Fiduciary Accounting Committee, 
and also those of the Committee on 
Automobile Dealers’ Accounting, if 
available in time. The balance of 
these papers will appear in subse- 
quent issues commencing in Octo- 


ber, 1941. 


National Defense 

In the office of the Under Secre- 
tary of War, Washington, D. C., 
there has recently been established 
an audit control section in charge 
of Col. A. H. Carter, former presi- 
dent and director of the Society. 
Colonel Carter is being assisted in 
this work by Andrew Stewart, newly 
elected Society president. This sec- 
tion has been formed for the pur- 
pose of examining accounting prac- 
tices in effect in the army supply 
services, and to make recommenda- 
tions for improved methods of con- 
trol. 


Greater New York Fund 


At a luncheon meeting held at the 
Hotel Roosevelt by the Accountants 
Division of the Greater New York 
Fund on April 15, 1941, J. Arthur 
Marvin, Second Vice President of 
the Society and Chairman of the Ac- 
countants Division, accepted the 
1941 quota of $60,000 to be raised by 
this Division on behalf of the Fund. 
In doing so, Mr. Marvin stated that 
this quota was a substantial increase 
over last year’s total contributions 
by the same Division. 
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State Society Activities 


PERETTI eee 
Hyman A. Arkin 


Hyman A. Arkin, a member of the 
Society since March, 1939, passed 
away on April 3, 1941. 


Thomas Henry Clarke 
Word has just been received of 
the death on May 7th of Thomas 
Henry Clarke, a valued and esteemed 
member of the Society since Octo- 


ber, 1931. Mr. Clarke was a part- 
ner of the firm of Arthur Young & 
Co. He was also a member of the 
American Institute of Accountants. 

He is survived by his widow and 
a son. 


The Society as well as the ac- 
counting profession have suffered a 
real loss in the passing of these 


members. 
SR RSE a 
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Wages and Hours and the 
Accounting Profession 


On March 29,1941, William B. 
3utler, Associate Attorney of the 
Wage and Hour Division, U. S: De- 
partment of Labor, addressed the 
Eastern Group of the North Caro- 
lina Association of Certified Public 
Accountants. Mr. Butler’s remarks 
on the wage and hour law in its 
application to the accounting profes- 
sion represent the official opinion of 
the Department of Labor, and are 
deemed of sufficient interest and im- 
port to accountants to merit partial 
reproduction in these columns. Par- 
ticular attention is called to com- 
ments on the production of goods 
for inter-state commerce. (Taken 
from the April 1941 issue of the 
NortH CAROLINA ACCOUNTANT. ) 


I take it that when you were kind enough 
to invite me here that you had hoped that 
I would outline from the point of view of 
the Public Accountant, some of the prob- 
lems and some of the procedures of the 
Fair Labor Standards Act. 

There can be little doubt that the decade 
of social laws, if one may so call it, just 
past, has considerably influenced your 
profession. The steady rise of laws of 
social control, of rules imposed by govern- 
ment—the Social Security Act, the Securi- 
ties and Exchange Act, the Walsh-Healey 
Act and the Fair Labor Standards Act, 
to name but a few—must have increased 
and complicated the work of the public ac- 
countant. It would indeed be interesting 
to take time out for speculation on the 
broadening of work for Public Account- 
ants caused by the growing number of so- 
cial laws promulg zated in recent years. 

The members of your Association are 
particularly interested in the Wage and 
Hour Law on two major counts: first, 
how can you best serve your clients in 
their relation with federal Wage and 
Hour Legislation; and second, how does 
this law apply to yourselves as account- 
ants. 

The Wage and Hour Division has con- 
sistently taken the position that if em- 
ployees of acounting firms are engaged 


434 


in the preparation, or in the activities 
incidental to the preparation, of stock- 
holders’ reports, balance sheets or other 
financial statements, which are sent out of 
the state either by the employer or his 
client, such employees are engaged in the 
production of goods for commerce within 
the meaning of the statute and unless they 
come within one of the specific statutory 
exemptions, are covered by the Act. Em- 
ployees employed in a bonafide profes- 
sional capacity, however, would be exempt. 
There are, of course, many stages of pro- 
fessional expertness among accountants. 
Evidently an ordinary bookkeeper who 
performs simple calculations is not a pro- 
fessional worker. But accountants em- 
ployed by public accounting firms who are 
rendering professional services may gen- 
erally qualify for exemption provided 
they are paid on a salary or fee basis of at 
least $200 a month. I will discuss this 
again later on. 

Moreover, the Act includes in its defini- 
tion of “production” any process or oc- 
cupation necessary to the production of 
goods. We have interpreted this defini- 
tion to include employees of a plant who 
do not physically handle the goods, but 
whose activities contribute less directly, 
but no less essentially, to the process of 
production. Under this category we have 
deemed maintenance and clerical workers, 
including accountants, of firms engaged 
in producing goods for commerce, to be 
within the coverage of the statute. The 
point I wish to make is this: It seems 
quite clear that the coverage of the Act 
depends in each instance upon the nature 
of the specific duties which are performed 
by the particular employee and not upon 
the types of activities in which his em- 
ployer is engaged. As I have said, if an 
accountant is rendering his services to a 
firm engaged in producing goods for com- 
merce, he is within the coverage of the 
Act. If the coverage of the Act depends 
solely upon the nature of the employee’s 
activities, a particular accountant render- 
ing his services to a firm engaged in pro- 
ducing goods for commerce should not 
be deprived of the benefits of the Act, by 
reason of the fact that he happens to be 
employed—not by the producer—but by 
an independent accounting firm. If this 
reasoning is sound, it would follow that 
employees of accounting concerns which 
render accounting services to firms which 
are engaged in the production of goods 
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for commerce are to be considered within 
the coverage of the Act; and this would 
be so regardless of whether or not the 
stockholders’ reports, balance sheets, or 
other financial statements or documents 
prepared by the employees of such ac- 
counting concerns ever crossed state lines. 

Next, as you are aware, the Fair Labor 
Standards Act provides an exemption for 
any employee engaged in a bona fide 
“professional” capacity. Our regulations 
issued by the Administrator define and 
delimit the scope of this exemption. Any 
employee who satisfies the definition is 
not subject to either the wage or hour 
provisions of the Act. 

To be specific, the classification of white- 
collar employees who need not be paid 
overtime after 40 hours a week were re- 
defined in the amended regulations effec- 
tive on October 24 of last year. 

The major change in the definition of 
professional is the requirement that the 
employee be paid not less than $200 per 
month. Heretofore there was no salary 
requirement included in the definition of 
“professional.” In actual fact persons re- 
ceiving far less than $200 per month could 
be exempt under the old definition. Finally, 
I wish to point out that to obtain exemp- 
tion the employee must meet six different 
tests. His work must be intellectual and 
varied in character; it must require the 
exercise of discretion; it must be of the 
type whose output cannot be standardized; 
not more than 20 per cent of the work- 
week of exempt workers can be de- 
voted to non-exempt work; the employee 
must be paid not less than $200 per month; 
and finally, the work must fall within 
either one of the recognized learned pro- 
fessions or one of the recognized artistic 
professions. 

Administrative employees are broadly 
defined in the new regulations to include 
those whose duties, while important and 
associated with management, are _ func- 
tional rather than supervisory, and who 
are paid “a salary commensurate with the 
importance supposedly accorded the duties 
in question.” The regulations require that 
such a salary be not less than $200 a 
month. 

There are one or two finer points which 
have recently been set forth by our legal 
staff to which I desire to draw your atten- 
tion. For example, if employees of ac- 
counting firms are not paid on a salary 
basis but are paid a percentage of the 
amount charged by their employer (ac- 
counting firms), that under the regula- 
tions has been considered not to be a pay- 
ment on a salary or fee basis. Such em- 
ployees, therefore, are not exempt from 
the wage and hour provisions of the sta- 
tute, even though the aggregate of their 
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percentage payments equals or exceeds 
$200 in any given month. 

Allow me in concluding to recall a state- 
ment made not long ago by a well-known 
economist that “whenever a business be- 
comes too large for one man to handle 
personally, accounting takes over the job.” 
May I therefore express the hope that 
whatever business establishments you may 
be called upon to “take over” in the near 
future, you will convince your wards of the 
necessity of strict compliance with our 
law. Should you, which I doubt, run into 
any difficulty on that score, you may find 
it appropriate to repeat to your clients the 
recent statement of our Administrator, 
General Philip B. Fleming to the Na- 
tional Association of Manufacturers. Said 
General Fleming—‘‘Gentlemen, enforce- 
ment of the Fair Labor Standards Act is 
as certain as death and taxes. 


Excess Profits Tax Revision 


At the request of the Committee 
on Federal Taxation of the Ameri- 
can Institute of Accountants, the 
Society’s Federal Taxation Com- 
mittee submitted suggestions for 
further revision and modification of 
the Excess Profits Tax Law as 
amended in 1941. The Institute’s 
Committee has incorporated these 
recommendations into a memoran- 
dum for revision of the law which 
is being transmitted to the Treas- 
ury Department authorities. The 
suggestions made by the Society's 
Committee on April 3, 1941, are 
given below, together with addi- 
tional recommendations forwarded 


on April 22, 1941: 


SOME RECOMMENDATIONS FOR 
REVISION AND MODIFICATION 
OF THE EXCESS PROFITS 
TAX LAW 
April 3, 1941 
Consolidated Returns 


Consolidated returns should be allowed 
for both the normal income tax and the 
excess profits tax. Under present law 
where an affiliated group elects to file a 
consolidated excess profits tax return, sev- 
eral inconsistencies may arise as a result 
of eliminating unrealized intercompany 
profits from such assets as inventories and 
depreciable property. 

Consolidated Returns Regulations 110 
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could be simplified a great deal if the priv- 
ilege of filing consolidated returns were 
extended to the normal tax. It is not un- 
likely that some taxpayers will file separate 
returns and pay more tax upon a separate 
basis rather than become involved in the 
intricacies of the recently promulgated 
regulations. 
Rate Structure 

The graduated excess profits tax rates 
should be applied upon a percentage in- 
crease above base rather than increases on 
dollar amounts. This would apply whether 
the excess profits credit were computed on 
the invested capital basis or the income 
basis. 

Invested Capital 

Equity invested capital in special cases: 

Provision is made in Sec. 723 I.R.C. for 
the determination of equity invested capital 
where the determination cannot be made 
in accordance with Sec. 718. The deter- 
mination under Sec. 723 should be optional 
since the result in most cases would be 
approximately the same as the determina- 
tion under Sec. 718, unless there is an op- 
erating deficit. 


The computation of invested capital should 
be on an annual or monthly basis rather 
than on a daily basis: 

It is suggested that Section 716 of the 
Excess Profits Tax Law be amended so 
that a taxpayer will have the option of 
averaging the invested capital on a daily 
basis or on a monthly or annual basis. 
This will, of course, do away with the 
laborious task of calculating such items 
on a daily basis. 


Borrowed invested capital: 

In connection with Section 719 relating 
to borrowed invested capital, the law 
should be amended to state specifically 
whether or not a taxpayer can include 
under this heading notes receivable dis- 
counted and liabilities arising from letters 
of credit. 


Base Period Income 


Section 713(a)(1)(A) should be changed 
to provide that 100 per cent of the average 
base period net income instead of 95 per 
cent should be used in computing the ex- 
cess profits credit based on income. 

A new subdivision should be added to 
Section 713 to provide for an alternate 
method for computing the average base 
period net income where there are in- 
creased earnings in the first half of the base 
period. This subdivision can be similar 
to the present Section 713(f) except that 
greater weight should be given to the 
earnings of the first half of the base period 
instead of the last half. 
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A taxpayer should have the privilege of 
including the first excess profits tax year 
in the base period. This would be fair in 
view of the tact that up to 1940 a great 
many taxpayers were still suffering from 
the depression. It should be noted that 
base period income will be virtually a con- 
stant in the majority of cases whereas in- 
vested capital may be increased each year 
by earnings of the previous year. 


Adjustments in Case of Inconsistent 
Position (Section 734) 


The application of this provision should 
operate only if the taxpayer insists upon 
the position taken in the return. As the 
law stands, an inconsistent position could 
be taken innocently in the current year in 
respect of an item of a character which 
may never occur within the previous ter 
years. 

It would seem from the example given 
in the House Committee’s report that this 
provision was aimed to a great extent at 
preventing the use of a stepped-up basis in 
a transaction which was treated in a prior 
vear as tax-free. The section should be 
rewritten to cover specifically such situa- 
tions and relieve the taxpayer of serious 
doubts as to ultimate liability. 

The section should in any event operate 
only where the taxpayer has signified its 
intention to accept the consequences of an 
inconsistent position. The additional tax 
imposed plus interest should not in any 
event exceed the tax benefit in the current 
or future years. It is also suggested that 
in the absence of an election by the tax- 
nayer to take the consequences of an in- 
consistent position, the section should not 
be effective unless the excess profits credit 
has been increased. (The provisions of 
Section 734 are so complicated that the 
Committee suggests that these views be 
checked.) 


Profits on Proceeds of Fire Insurance, etc. 

If taxable income arises as a result of a 
fire or under similar circumstances, such 
income should be treated as capital gain. 
This is reasonable since if the same prop- 
erty had been sold the gain would be so 
treated. 


Declared Value Excess Profits Tax and 
Capital Stock Tax 


Declared value excess profits tax should 
be eliminated. The principal objection to 
this tax is its basis which places a premium 
on good guesses. Another objection is its 
confusion with the excess profits tax en- 
acted during 1940. Both the declared 
value excess profits tax and the capital 
stock tax could be eliminated by increasing 
the normal income tax rate by 1.1 per cent. 
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This rate would be equivalent to a capital 
stock tax of $1.10 per $1,000 of value de- 
termined by multiplying the normal tax 
net income by ten. If the tax under present 
law resulting from poor anaes be ig- 
nored, the loss in revenue to the Treasury 
would be negligible. 

The excess profits tax should not co- 
exist with the declared value excess-profits 
tax. The federal capital stock tax and the 
declared value excess profits tax do not 
belong in a scheme of taxation where the 
basis for the tax should be an amount de- 
fined by statute. In the interests of equity 
as well as common sense, the excess profits 
tax and the normal tax should not run 
concurrently with a tax which is based 
upon a guess. It should certainly be sus- 
pended during the period of the excess 
profits tax since the new declaration will 
necessitate a forecast for three critical 
years. As an alternative to suspension, a 
new declaration should be permitted each 
year during the period of the Defense Tax. 


Abnormalities 


Do Sections 721 and require am- 
plification to inclads abnormalities in de- 
ductions as well as in income 


2? 
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Amortization 


The amortization deduction provided in 
Title III of the Second Revenue Act of 
1940 should be amplified so as to give the 
amortization privilege to unincorporated 
businesses instead of restricting this priv- 
ilege to business corporations. 


Basis of Property Acquired for Stock 


It is impossible in most cases to as- 
certain the transfe ror’s basis for property 
acquired prior to the enactment of the 
excess profits tax law for stock. Where 
the acquiring corporation’s basis is the tax 
basis of a large number of stockholders, 
the tax basis of the assets of the acquired 
corporation at the date of acquisition might 
be used. Section 718 and the complemen- 
tary sections of the Code should be 
amended. 


ADDITIONAL RECOMMENDATIONS 

FOR REVISION AND MODIFICATION 

OF THE EXCESS PROFITS TAX LAW 
April 22, 1941 


Invested Capital 
Assume a situation where Corporation 
A is formed and issues its stock in ex- 
change for the stocks of corporations B 
and C. Corporations B and C are then 


subsidiaries of Corporation A. The éx- 
change of securities was a tax free reor- 
ganization and under the code the tax 
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basis of the stocks of Corporations B and 
C in the hands of Corporation A is the 
same as the basis of the stocks of Corpora- 
tions B and C in the hands of the stock- 
holders of Corporations B and C. 

Under Section 718(a) (2) of the Code, 
the invested capital of Corporation A must 
be the same as the tax basis of the prop- 
section liter- 


erty paid in. Reading the 
ally, the invested capital of Corporation 


A would be the tax basis of the stocks of 
Corporations B and C in the hands of the 
stockholders of Corporations B and C. In 
many cases, such basis would not be de- 
terminable. Furthermore, particularly 
when the stocks of Corporations B and C 
were traded in, the tax basis of such stocks 
would be the price that the last owners 
happen to have paid, which would have 
no relation to the actual capital invested 
in the enterprise. 

If Corporations A, B and C file a con- 
solidated excess profits tax return, under 
Regulations 110 (Secs. 33.31 (a) (18) and 
33.31 (b) (2) (IV) (F)) the invested ca- 
pital of the affiliated group under the above 
circumstances would apparently consist of 
the combined invested capital of Corpora- 
tions B and C, plus any accumulated earn- 
ings of Corporation A. The result is ob- 
viously equitable and reflects the true in- 
vested capital of the combined enterprise. 

It would be equitable to follow the same 
principle in computing the invested ca- 
pital of Corporation A if separate returns 
are filed, or if Corporations B and C were 
liquidated before the taxable year. It is 
therefore suggested that the Code be 
amended to provide that when the prop- 
erty paid in to a corporation consists of 
more than a specified percentage of the 
stock of another corporation (say, 80 per 
cent), and the basis for determining loss 
upon a sale or exchange of such property 
is fixed by reference to the basis of such 
property in the hands of any preceding 
owner, such property may be included in 
invested capital in an amount equal to a 
proportionate part of the invested capital 
of the corporation the stock of which is 
so paid in. 


Long Term Contracts 

Sec. 733 (c) Election by contractors: 
for any taxable year 
beginning after December 31, 1939 in- 
cludes income from a contract entered 
into before October 8, 1940 and as to which 
the contractor had elected to report there- 
on on the completed contract basis as 
authorized in Section 19. 42-4(b) of regu- 
lations 103, he may elect in the year in 
which the contract is finally completed 
either: 

(A) To report such income in the tax- 
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(1) If the income 
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able year in which the contract is 
completed, or 

(B) To amend the returns for the prior 
years during which the work was 
carried on and report as income 
for each such year a percentage of 
the income and the expenses in- 
curred in such year as provided in 
Section 19, 42-4(a). 


Note—The foregoing election is suggested 
to afford relief to contractors who prior to 
the passage of the Second Revenue Act of 
1940 had elected to report the income from 
one or more contracts on the completed con- 
tract basis and now find themselves com- 
pelled to report a large amount of income 
subject to excess profits tax resulting from 
such long term contracts with no comparable 
income in any year in the base period. 

CoMMITTEE ON FEDERAL TAXATION 
New York State Society of 
Certified Public Accountants. 





Unemployment Insurance Reports 


During the past year the Society’s 
Committee on Social Security has 
received many letters from members 
urging that a recommendation be 
made by the Society for the filing 
of New York State unemployment 
insurance reports on a date later 
than the 15th day of the first month 
following the close of a quarter year. 
Attention has been called to the 
hardship now inflicted on both em- 
ployers and accountants by the pres- 
ent filing dates, particularly after 
the close of a calendar year. As a 
result, the Committee sent the fol- 
lowing letter incorporating such rec- 
ommendations to Milton O. Loysen 
of the State Division of Placement 
and Unemployment Insurance: 

March 26, 1941. 
Mr. Milton O. Loysen, 
Executive Director, 
Division of Placement and 

Unemployment Insurance, 

112 State Street, 
Albany, N. Y. 
Dear Mr. Loysen: 

The Technical Committee on Social 
Security of the New York State Society 
of Certified Public Accountants has dis- 
cussed at many of its meetings in the past 
the advisability of making a recommenda- 
tion with respect to a change in the New 
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York State Unemployment Insurance Law 
so that the “benefit year” will commence 
July first instead of April first. It has been 
the Committee’s understanding that the 
main reason for requiring returns to be 
filed by employers on the 15th day fol- 
lowing the close of the quarter-year for 
Ww hich. the contributions are payable is the 
vast amount of detail necessary to estab- 
lish the rates payable in a benefit year 
commencing April first. The filing of 
returns by the 15th day caused consider- 
able hardship to employers and account- 
ants, particularly with respect to the re- 
turns due on January 15th of any year. 
At a meeting of the members of this 
Technical Committee on Social Security 
held on December 28, 1939, it was decided 
to suggest certain amendments to the 
New York State Unemployment Insur- 
ance Law, one of the suggestions being: 


“That Section 502, Subdivision 9 be 
amended so that the ‘benefit year’ will 
start on July Ist, instead of April Ist.” 


Pursuant to the resolutions passed at 
that meeting, the suggestions were ex- 
pressed in letters addressed on January 
11, 1940 to the New York State Unem- 
ployment Advisory Council and to the 
Division of Placement and Unemployment 
Insurance. 

The Committee, at a meeting held on 
March 26, 1941, decided to recommend 
again that— 

Section 502, Subdivision 9 be amended 
so that the benefit year will commence 
July Ist instead of April lst, except that 
a benefit year commencing April 1, 
1941 will cover a period of 15 months, 
namely to June 30, 1942. 

Section 507 be amended by providing 
benefits for 17 weeks, instead of 13 
weeks, for the benefit year commencing 
April 1, 1941 and ending June 30, 1942. 
It is further recommended that the regu- 

lations be amended by requiring contribu- 
tions to be paid and returns filed on the 
30th day after the quarter for which the 
contributions are payable. 

Respectfuliy submitted, 

Committee on Social Security, 
New York State Society of 
Certified Public Accountants. 

W. Vincent Hatt, Chairman. 


The letters of January 11, 1940 
and March 26, 1941 were written 
when the New York State Legisla- 
ture was in session. The Chairman 
has been informed that in March 
1941 identical bills were introduced 
in both the Assembly and the Senate 
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Professional Comment 


providing for the suggested change 
in the commencement of the benefit 
year. Both bills were referred to 
committees where no action was 
taken. The Committee intends to 
continue its efforts in the matter, 
but feels that very little can be ac- 
complished until the next session of 
the Legislature which will be held 
in January, 1942. 


Natural Business Year Studies 

Published in the February 1941 
issue (page 287) was a list of 25 
bulletins prepared by the Research 
and Statistical Division of Dun & 
sradstreet, Inc., in cooperation with 
the Natural Business Year Council. 
These bulletins analyze the seasonal 
characterization of various indus- 
tries with respect to production, 
sales, inventories, receivables and 
liabilities. They also take up the 
question of fiscal closing dates, and 
recommend the more natural and 
appropriate closing dates for the 
various types of industries con- 
sidered. 

The latest bulletin issued in this 
series is No. 26, dealing with the 
cane sugar refining industry. It is 
available upon request at the office 
of the Natural Business Year Coun- 
cil, 13 East 41st Street, New York. 


Securities & Exchange Commission 
Accounting Series Release No. 23 
April 9, 1941 
The Securities and Exchange 
Commission today made public an 
opinion in its accounting series per- 
taining to the manner in which fed- 
eral income and excess-profits taxes 
should be reflected in profit-and-loss 
or income statements contained in 
reports filed with the Commission. 
The opinion, prepared by William 
W. Werntz, chief accountant, fol- 

lows: 
“Several inquiries have been re- 
ceived with respect to the manner 
in which the normal income tax 
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defense tax, declared value ex- 
cess-profits tax, and the excess- 
profits tax levied pursuant to the 
second revenue act of 1940 should 
be reflected in profit-and-loss or 
income statements which are filed 
with this Commission and_ to 
which regulation S-X is appli- 
cable. 

“It is my opinion that in such 
statements section 15 of rule 5-03 
contemplates that the normal in- 
come, defense, and declared value 
excess-profits taxes should be in- 
cluded under subsection (a) and 
the excess-profits tax prescribed 
by the second revenue act of 1940 
should be included under subsec- 
tion (b). A similar segregation 
is contemplated by the compar- 
able provisions of rules 6-03 and 


7-05.” 


Recent Publications 
AUDITING. By William H. Bell, 
C.P.A. and Ralph S. Johns, C.P.A., 
Prentice-Hall, Inc., New York, 1941. 
409 pages, $4.70. 

This work is a revised edition of 
AuDITING by William H. Bell, which 
was first published in 1924, and went 
through nineteen subsequent print- 
ings. Since 1924, the authors state, 
there have been many important 
changes in the practice of auditing. 
Also, the present tendency to hold 
the auditor to a greater degree of 
responsibility for his work, while 
not materially affecting the princi- 
ples of auditing, has made it neces- 
sary for him to take a more serious 
view of his functions than ever be- 
fore. This edition brings the work 
thoroughly up to date in presenting 
sound and practical methods of 
auditing as generally recognized by 
the best professional auditors. 

[The following its taken from the 
author's preface. | 

“The book is addressed primarily 
to students and practitioners of pro- 
fessional accountancy. ... The pre- 
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dominating thought has been to 
present the principles of auditing 
and the conditions under which the 
work is performed as concretely as 
possible, so that the reader may 
develop therefrom, for his own use 
in any case, a workable audit pro- 
gram that can be carried out with 
due regard for the practical consid- 
erations of time and expense. 

“The discussion is limited as far 
as has been thought practicable to 
the consideration of auditing as a 
specialty. It has been assumed that 
the reader is fairly well grounded in 
the theory of accounting ... The 
presentation throughout is purpose- 
ly concise, but it is thought that the 
work is sufficiently comprehensive 
to cover all the essential features of 
auditing. 

“No attempt has been made to 
apply the general principles and 
practices to specific lines of busi- 
ness. It is my experience that if 
the general principles are thorough- 
lv understood, they can readily be 
adapted to the conditions prevailing 
in all but a few highly specialized 
lines, as to which the only difficulty 
lies in learning the peculiarities of 
the business and of the accounting 
system and organization a 





PRINCIPLES OF BUSINESS 
LAW. By Essel R. Dillavou and 
Charles G. Howard. Prentice-Hall, 
Inc.. New York, 1940. 990 pages, 
5.00. 

This book, first published in 1928, 
has been revised periodically since 
then. This is the second revised 
edition, which has been published as 
a result of recent legislative enact- 
ments that have materially changed 
a number of the laws in effect at 
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edition was 
New material has been in- 
cluded on trust receipts, banks and 
banking, while that part of the text 
relating to bankruptcy has been en- 


the time the earlier 


written. 


tirely rewritten. In addition, a sec- 
tion has been added on trade regula- 
tions dealing with the regulation of 
business and business torts. 


REPORTS — Investi- 

By A. G. 
Saunders and C. R. Anderson. 
McGraw Hill Book Co., New York, 
1940. 468 pages, $3.50. 

This is a new second edition of 
this book originally published in 
1929, and designed to guide the re- 
port writer step by step through the 
various processes of investigation 
and presentation. It deals with 
methods of planning, collecting, and 
organizing data, and the attacking 
of a business problem from the be- 
ginning to its solution. The book 
attempts to anticipate the troubles 
of each process involved, to explain 
what causes them, and to show how 
they may be overcome. To avoid 
confusion, it does not introduce a 
myriad of business reports, but 
rather develops one basic plan that 
underlies all types—a plan which 
can be adapted to the changing busi- 
ness picture. The volume falls into 
two natural divisions: investigation 
and presentation. The first considers 
the planning necessary in starting 
the investigation the methods of col- 
lecting and organizing data, the 
processes of their final interpreta- 
tion, and their logical conclusions 
and recommendations. The second 
division deals with the writing of 
each element of the final report with 
emphasis on organization, English, 
graphic presentation, and mechanics. 


BUSINESS 
gation. and Presentation. 
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HE following is a list of applicants admitted to membership, and 
associate membership in the Society and also associate members 


advanced to membership at the meeting of the 


on April 9, 1941: 
Membership 
Braun, Aaron, 1501 Broadway, 

With Zabronsky & Zabronsky. 
Feldman, Robert A., 152 W. 42nd Street. 
Gram, Theodore Jerome, 116 N. 9th Street, 

Olean. 
Lobenthal, Michael S., 29 W. 34th Street. 
Reich, Leo Louis, 521 Fifth Avenue. 
Ryan, Henry M., 30 Vesey Street. 
Uretsky, Samuel, 489 Fifth Avenue. 


Associate Membership 
Ball, William Alfred, 49 Wall Street, 
With Deloitte, Plender, Griffiths & Co. 
Bernegger, Joseph Harold, 2 Rector 
Street, 
With Ebasco Services, Inc. 

Doyle, John Francis Augustus, Drislane 
Bldg., No. Pearl Street, Albany, 
With New York State Dept. of Audit 

and Control, Division of Unemploy- 
ment Insurance Benefits. 
Farrington, Joseph Desmond, 1415 
Liberty Bank Bldg., 
With Glenny, Roth & Doolittle. 
Freedman, Raymond D., 11 W. 42nd 
Street, 
With Jacob Farber. 
Gefen, Sylvan, 551 Fifth Avenue, 
With I. J. Skolnick & Co. 
Hall, Harry R., 125 Park Avenue, 
With S. D. Leidesdorf & Co. 
Hecht, Alfred A., 236 W. Genesee Street, 
Syracuse, 
With New York State Dept. of Taxa- 
tion & Finance, Syracuse Field Office. 
Horowitz, Robert, 346 Broadway, 
With Department of Finance. 
Knauf, William C., Bank of Jamestown 
Bldg., Jamestown, 
With Seidman & Seidman. 
Kremer, Dan Gustin, 1441 Broadway, 
With Hyans, Stern & Co. 
Krieger, Samuel, 358 Fifth Avenue, 
With Alson & Brown. 
Lachmann, Hans, 325 W. 77th Street. 
Levin, Arthur J., 1167 President Street, 
Brooklyn. 
Lusterman, Julian Lawrence, 
1775 Broadway, 
With Gottheimer, Bercu Company. 
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Joard of Directors held 


McBane, James Norman, 40 Wall Street, 
With Bank of Manhattan Company. 
Pertain, Charles Andreé, 21 West Street, 

With Leslie, Banks & Company. 
Piercey, William Edmund, 22 E. 40th 
Street, 
With Haskins & Sells. 
Rankin, Samuel, 521 Fifth Avenue, 
With Eisner & Lubin. 
Siegel, Jacob H., 659 Rockaway Avenue, 
3rooklyn, 
With Cimy Mattress Co., Inc. 
Stern, Herman, 50 Lafayette Street, 
With City of New York, Dept. of 
Finance. 
Walter, Alfred K., 17 E. 42nd Street, 
With Quinn, Berran & Co. 
Witt, Vincent W., 1441 Broadway, 
With Morris, Sherwood & May. 


Advancement from Associate Membership 
to Membership 
Gertz, Irwin, 110 E. 42nd Street, 

With Morris A. Guttelman. 

Harris, Michael E., 125 Park Avenue, 

With S. D. Leidesdorf & Co. 

Hereford, Charles T., 90 Broad Street, 

With Lybrand, Ross Bros. & 

Montgomery. 
Johnson, Henry E., 139 Centre Street, 

With Teachers’ Retirement System of 

the City of New York. 
Pousson, August John, 17 E. 42nd Street, 

With Quinn, Berran & Co. 

Stephan, Arthur Theodore, 30 Vesey 
Street, 

With Greenman, MacNicol & Co. 
Torgersen, Walter M., 67 Broad Street, 

With Haskins & Sells. 

Viol, Jackson McC., 90 Broad Street 

With Lybrand, Ross Bros. & 

Montgomery. 

The number of members in the 
Society as of May 1, 1941, is as fol- 
lows: 

Members) .02<.65%- 
Associate Members. 40 
Total 











Whose Balance Sheet Is It? 


By Victor H. Stempr, C.P.A. 


HOSE balance sheet is it? This 

ambiguous question appeared 
in September, 1939, beginning an ex- 
change of abusively critical letters 
published in the Journal of Account- 
ancy during the following year, last- 
ing several months after the panel 
discussion at the San Francisco 
Convention. 

The opening “shot” in the letter 
of September, 1939 impugned an 
explanation of the “Extensions of 
Auditing Procedure” as an attempt 
to “defend” the special report, and 
to “settle the question” (Whose bal- 
ance sheet is it?) for all time. The 
“Extension” included the statement: 

“Tt should be borne in mind that 
the financial statements with all sup- 
plemental, descriptive, and explana- 
tory data, including footnotes, are 
regarded as representations of the 
client. It is upon these representa- 

tions that the independent C.P.A. 

renders his opinion.” 


The critic asserted that the defense 
started with a “half-truth” in claim- 
ing that the figures entering financial 
statements come from the books of 
the client ; and the critic asked : “What 
about unrecorded liabilities and differ- 
ences of opinion between the client and 
the auditor?” He called the principle 
enunciated by the Committee “‘a very 
revolutionary departure”. The balance 
of the letter was equally belligerent, 
and led to a reply in kind, setting the 
pace for all the correspondence which 
followed. 

It seems appropriate to digress for 
a moment to say that gentlemen of a 
profession should display a little better 
than average respect for the opinions 
and finer sensibilities of their fellows; 
and should be willing to exchange 





views coldly and logically in the 
mutual search for truth. Mind you, 
I too have cast the first stone although 
none the less guilty. Had the ex- 
change of views proceeded with becom- 
ing decorum, I could have quoted them 
fully, now, and have saved myself 
the preparation of this paper. I shall 
be as brief as possible in the hope 
that we may have some discussion 
from the floor, thereby assuring a 
candid exchange of views, and af- 
fording the hope of finding a con- 
sensus. 

The scope of the several profes- 
sions in our complex human society 
is evolutionary. Our profession is 
still formulating the fundamental 
bases of its practice. Most of its 
members realize that we are now at 
a somewhat crucial stage of that 
evolution ; occasionally, it smacks of 
revolution. Our responsibilities should 
not go beyond the functions which 
the profession has declared itself 
ready and competent to serve. These 
responsibilities should follow the 
standards set from within, and not 
from without, the authoritative bod- 
ies of the profession. Whether or 
not the accountant has performed 
his work competently should be de- 
termined by his peers; his work 
should be judged by what other com- 
petent C.P.A.s would have done 
under the same circumstances in con- 
formity with the standards set by the 
profession. ; 

Stated in broadest terms, the ob- 
vious and usual professional func- 
tion of the C.P.A. is to express a 
considered and competent opinion 
concerning financial representations 
made by others. Ignore all of the 
important, and mutually profitable, 
types of service which relate to sys- 
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Whose Balance Sheet Is It? 


tem installations, surveys, and spe- 
cial studies, involving only privity of 
contract between the client and au- 
ditor. For the moment, we are con- 
cerned with those services which lead 
to the presentation of financial state- 
ments bearing a certificate, or in 
respect of which the services of the 
C.P.A. for that purpose may be im- 
plied. As a matter of precaution, 
the C.P.A. should view every set of 
financial statements, in the prepara- 
tion of which he has assisted, as 
potential credit-seeking or invest- 
ment-reporting statements. Once 
the statements have left his hands, 
he knows not how they may be used. 
Regardless of assurances concerning 
limited use, he must be sure that 
his responsibility is clearly stated in 
an accompanying report. Never 
should he permit such statements 
to leave his office, on his letterheads, 
or in his covers, without a related 
report. 

It is surprising how often one still 
sees financial statements identified 
with the name of some C.P.A. but 
without a word of comment. \Vhat 
may one deduce from these circum- 
stances? Were the statements mere- 
ly typed by the accountant’s office 
as an accommodation to the client? 
Did the accountant prepare the state- 
ments from the client’s books with- 
out audit? Did the accountant make 
an audit, and if so, were there any 
limitations? Or may one assume 
that the statements bear the unquali- 
fied approval of the accountant, and 
that they were prepared as the result 
of an adequate examination? Ob- 
viously, the uninformed or predatory 
reader will jump to the conclusion 
which best serves his purpose. The 
situation may become very embar- 
rassing for the auditor. The ac- 
countant has a perfect right to serve 
under any of the circumstances de- 
scribed, but he should submit a re- 
port concerning his work and his 
opinion, expressed clearly and un- 
equivocally. 
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‘ 

Let it be understood by those who 
criticize accountants’ certificates, 
that it is definitely one of the pur- 
poses of the report to protect the 
C.P.A. against false and far-fetched 
pretext; to defend him against the 
infliction of obligations which he 
never intended to assume; but that 
the report rears no immunity for 
the C.P.A. as to the responsibilities 
which rightly are his and which he 
has declared himself competent to 
bear. 

It needs constant reiteration to 
fix the fact that the normal function 
of the C.P.A. is to express a con- 
sidered and competent opinion con- 
cerning financial representations 
made by others; and that in so doing 
it is his duty to satisfy himself by 
the use of generally accepted audit- 
ing procedures applicable in the cir- 
cumstances that the financial repre- 
sentations are in conformity with 
generally accepted accounting prin- 
ciples consistently applied. 

Now as to statements bearing an 
auditor’s opinion: whose statements 
are they? (Whose balance sheet is 
it?) Certainly we are not quibbling 
about the ownership of the physical 
document in which the balance sheet 
is stated. No doubt, that document 
belongs to the one who paid for its 
preparation, or to the one to whom 
such person gave it. Nor does the 
query have any reference to the per- 
son who drafted the statement. The 
essential point underlying this loose- 
ly phrased question is: Whose repre- 
sentations are made in the state- 
ment and if there are several con- 
cerned with these representations, 
what are their respective responsi- 
bilities ? 

The myriad forms of auditors’ re- 
ports which were the fore-runners 
of the present standard short-form 
report opened generally with a refer- 
ence to the fact that the books or 
accounts of the ABC Company had 
been audited or examined; that the 
accompanying financial statements 
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had been prepared from those ac- 
counts, or were in accordance with 
such books; and that the statements 
set forth correctly the financial posi- 
tion of the Company at blank date. 
In the broadest sense, this was a 
literally true statement of approach, 
sequence, and conclusion; but it 
never occurred to any independent 
C.P.A., that by some alchemy of ac- 
countancy such statements became 
utterly detached from the client, and 
that the auditor’s report conveyed 
an independent, primary, and sole 
warranty concerning the financial 
representations made in the state- 
ments. Yet, it is little exaggeration 
to say that this impression was 
reared among the laity; that one of 
our respected judges read into the 
phrase: “In accordance with the 
books” the absurd conclusion that 
the statements reflected the last de- 
tail of every purchase invoice and 
the last detail of every sales ticket, 
voucher, bill of lading, and other 
underlying document. If you please, 
members of the profession abetted 
this misconception by an unthinking 
exaggeration of the infallibility and 
indispensibility of accounting serv- 
ices; to the point where accountants 
believed that credit-grantors ex- 
tended loans or delivered merchan- 
dise to customers not on the basis 
of the assets possessed by clients, 
but solely on the basis of the balance 
sheets which the accountants had 
prepared. This is a deliberate over- 
statement to emphasize the absurdi- 
ty of an assumption that any credit- 
grantor would offer credit without 
the primary representations of the 
borrower. Today, the credit-grantor 
extends such accommodation only if 
he obtains the representations of the 
customer, and in addition the opinion 
of the independent C.P.A. as to the 
fairness of the representations made 
by the customer. The relative posi- 
tions of the issuer and the auditor 
have been clearly stated by the 
8 OE. 


444 


“Accountants certificates are re- 
quired not as a substitute for manage- 
ment’s accounting of its stewardship ; 
but as a check upon that accounting.” 


Some try to draw distinctions be- 
tween matters coming before the 
S.E.C. and the ordinary run of en- 
gagements; there is no basic distinc- 
tion. Grant that the S.E.C. has juris- 
diction only of cases involving se- 
curities listed on licensed exchanges 
or offerings of securities in inter- 
state commerce. Grant also that the 
stamp of approval of the S.E.C. upon 
that which is considered generally 
accepted accounting practice, and 
disapproval of that which it con- 
siders contrary to accepted practice, 
bear great weight in the formulation 
of public opinion, and influence the 
decisions of the courts. Does it not 
follow that such influence will be 
felt in all accounting practice; for 
what is bad or good accounting un- 
der the Securities and Exchange 
Acts is likewise bad or good in all 
financial reporting. The cases of 
fleeced and ejected stockholders or 
the widows and orphans who suffer 
loss in small companies by reason 
of inadequate or erroneous financial 
statements upon which they relied, 
will probably be judged by what is 
appropriate accounting practice un- 
der the S.E.C. And do not forget 
the warning that all financial state- 
ments are potential credit-seeking 
or investment-seeking statements. 

The question: Whose _ balance 
sheet is it?, is important only from 
the standpoint of the responsibility 
for the financial representations made 
in such statements. It is clearly 
outside the normal sphere of the in- 
dependent C.P.A. to undertake prim- 
ary representations. It cannot be 
denied that he may take it upon him- 
self to do so, but when he does, he 
should at least be aware of what he 
is doing; do it with his eyes open. 
It should be clear also that he can- 
not do so and at the same time re- 
tain the position of an INDEPEND- 
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Whose Balance Sheet Is It? 


ENT C.P.A.; for the latter position 
(again defined by the S.E.C.) is at 
arms-length, with no strings of 
ownership or undue intimate rela- 
tionship with management of the 
business covering which he presumes 
to issue a report as an independent 
CPA 


A C.P.A. may serve, not as an in- 
dependent C.P.A., but instead as the 
chief accounting officer of a corpora- 
tion. In the latter capacity he may 
make the primary financial represen- 
tations on behalf of the corporation. 
It is incompatible, however, that he 
should, at the same time, pose as the 
independent auditor of the same com- 
pany. He may be one or the other, 
but he cannot combine the two. True 
enough, there are shadow zones in 
some of these situations. The C.P.A. 
may represent absentee ownership, 
and he may conduct a continuous 
audit on behalf of his client while 
serving also as controller or treas- 
urer of the company. There may 
be no incompatibility in this dual 
service in so far as the absentee 
ownership is concerned; but when 
the company makes financial repre- 
sentations to outsiders, then the 
C.P.A. in such position is clearly 
disqualified from acting as independ- 
ent auditor, although he may prop- 
erly make the primary representa- 
tions for the company. Such a dual 
posture would be just as incongru- 
ous as that of the man who actually 
administers the functions of both 
treasurer and controller. In both 
cases, the man responsible for the 
original interpretation and recording 
of transactions presumes to check 
and pass upon the propriety of such 
recordings as if he were performing 
two wholly incompatible functions 
free from any and all bias which 
the one might impose upon the 
other. 

Many accounting engagements look 
primarily to the relationship be- 
tween the management and the ac- 
countant. Whenever the C.P.A. 
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serves management in a dual ca- 
pacity as auditor and chief financial 
officer, there is present the danger 
of an infraction of theoretically 
sound corporate control in respect 
of functional division of responsibili- 
ties. It may be possible to provide 
proper safeguards and division of 
responsibilities to overcome the ob- 
vious infraction, but the man who 
directs the original interpretation 
and recording of transactions, and 
who may in fact influence the tack 
of dealings before they are consum- 
mated, is not qualified to audit those 
same transactions. It is possible, 
although questionable, to serve man- 
agement satisfactorily under such 
circumstances, but when it comes 
to the relationship between the 
client and outsiders, the C.P.A. serv- 
ing in such dual capacity is clearly 
disqualified as independent auditor. 
He may make the primary repre- 
sentations on behalf of the corpora- 
tion in his capacity as chief account- 
ing officer, but he lacks the inde- 
pendence required to render a com- 
petent opinion concerning the fair- 
ness of the financial representations 
made by the corporation. The latter, 
if you please, is the normal capacity 
of the C.P.A. as a professional man, 
the former takes him out of that 
professional sphere, and he becomes, 
to all intents and purposes, a cor- 
porate officer; just as a lawyer may 
serve in his professional capacity as 
an independent attorney, although 
in other cases he may serve a cor- 
poration as an employee in the ca- 
pacity of general counsel. 


Under the Companies’ Act of 
Great Britain, financial officers of 
corporations are required to sign 
the financial statements issued to 
stockholders ; there are in fact penal- 
ties imposed for failure to do so. In 
this country, also, there is a growing 
sentiment, if not demand, for the 
same procedure. Thee S.E.C. requires 
the signature of the chief account- 
ing officers of corporations on regis- 
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tration statements. Several large 
companies make it a practice to pub- 
lish statements bearing the signa- 
tures of accounting officers, as well 
as the report of independent C.P.A.s. 
The extension of this practice, I be- 
lieve, would be beneficial, and would 
tend to straighten out the prevalent 
misconceptions concerning the func- 
tion of the independent C.P.A. 

The present form of report of the 
independent C.P.A. reads as follows: 


“We have examined the balance 
sheet of the XYZ Company as of 
blank date, and the statements of in- 
come and surplus for the fiscal year 
then ended, have reviewed the sys- 
tem of internal control anl the ac- 
counting procedures of the company 
and, without making a detailed audit 
of the transactions, have examined 
or tested accounting records of the 
company and other supporting evi- 
dence, by methods and to the extent 
we deemed appropriate. Our ex- 
amination was made in accordance 
with generally accepted auditing 
standards and included all procedures 
which we considered applicable in 
the circumstances. 

In our opinion, the accompanying 
balance sheet and related statements 
of income and surplus present fairly 
the position of the XYZ Company 
at blank date, and the results of its 
operations for the fiscal year, in con- 
formity with generally accepted ac- 
counting principles applied on a. basis 
consistent with that of the preceding 
year.” 


Not only the general run of clients 
and the public, but many members of 
the profession have had to be per- 
suaded and educated as to the pro- 
priety of this form. The opening 
sentence was couched deliberately 
to point out that the primary repre- 
sentations made in the statements 
are those of the issuer, covering 
which the accountant then expresses 
an opinion. Some literal-minded in- 
dividuals insist: “The Company 
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didn’t make up the statement, I did. 
“T didn’t examine the balance sheet; 
[I prepared it.” “I examined the 
underlying records; why should | 
say that I examined the balance 
sheet, when I examined the books 
and accounts?” This line of argu- 
ment is akin to the old question: 
which came first, the hen or the egg? 
The balance sheet is the ultimate 
summary of all that is expressed in 
the books and accounts, and of all 
that has been subjected to audit by 
means of the usual sampling and 
testing pursued by C.P.A.s._ It pre- 
sents the picture in the form in which 
the reader appraises the situation. 
It is no half-truth to say that the 
figures in the balance sheet came 
from the books and other underlying 
records. It is inherent that these 
subordinate data have been examined 
by generally accepted methods pur- 
suant to the standards of the pro- 
fession and that the final picture is 
the thing’ concerning which the 
independent C.P.A. expresses his 
opinion. It is also undeniable that, 
in the absence of explanation or ex- 
ception appearing in the auditor's 
report, these underlying figures have 
been adjusted in respect of unre- 
corded liabilities, if any, and that 
differences of opinion between the 
auditor and the client have been 
ironed out by adjustment or other- 
wise to the satisfaction of both par- 
ties. I repeat that the auditor’s 
opinion clearly relates to the broad 
picture portrayed in the final balance 
sheet and not to each and every last 
detail to be found in the supporting 
records. It is essential and appro- 
priate, therefore, that the auditor’s 
report should address itself to the 
vital and final financial statement 
at issue. The reference to the ex- 
amination of the balance sheet is 
primary, the reference to underlying 
details examined is secondary; and 
that is the order of reference in the 
the standard short-form of report. 
Whether or not the auditor under- 
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Whose Balance Sheet Is It? 


took the preparation of the balance 
sheet is of no importance from the 
standpoint of the responsibility for 
the representations made in the state- 
ment. That responsibility rests with 
the client, and the secondary re- 
sponsibility (by no means a light 
one) rests upon the C.P.A. In tak- 
ing that position, the C.P.A. seeks 
to avoid no duty which is rightly 
his; he seeks only to segregate clear- 
ly that which is the client’s from 
that which is the auditor’s. In per- 
forming his service, it is necessary 
that he make a competent examina- 
tion of the balance sheet and its sup- 
porting details, and that on the basis 
of an examination appropriate in the 
circumstances, he shall satisfy him- 
self that he is able to express an in- 
formed and competent opinion as 
to the fairness of the representations 
made. 


In the usual case, no C.P.A. signs 
his report without first submitting 
the financial statements to the client 
for critical review and approval. He 
wants to be assured that, to the best 
of the client’s knowledge and belief, 
the statements present correctly the 
position of the company. He re- 
quests and receives this assurance 
just as he obtains other information 
from officers and employees of the 
company incident to his examina- 
tion; he does not accept such infor- 
mation blindly; he receives it and 
assays it along with all of the other 
evidence which he receives and ex- 
amines in the course of the audit. 
In the larger well-organized com- 
panies, as the year-end internal and 
external audits progress, each group 
prepares independently the financial 


statements according to its own 
findings. Upon completion, these 


two sets of statements are checked 
against each other, differences are 
reconciled, points are argued, and 
adjustments are made to the mutual 
satisfaction of both parties, and the 
final form and substance of the state- 
ments are agreed upon. 
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BUT, some say: “You are talking 
about ideal situations; there are many 
cases where the client does not have 
the personnel competent to prepare 
closing entries and financial state- 
ments; all of this has to be done by 
the C.P.A., and the client has to 
take his word for everything.” “Un- 
der such circumstances”, they ask: 
How can the C.P.A. say that he 
has examined the balance sheet?” 
To this the answer is: “Why not?”; 
or in the vernacular: “So what?” 
All of us have had experience in cir- 
cumstances of this kind. 

There are very few managers, in- 
deed, who do not have a pretty good 
idea of where they stand, or, if they 
have erred in their appraisal, cannot 
be convinced of the propriety of the 
adjustments advocated by the ac- 
countant. \When these are discussed 
with management; when manage- 
ment approves the adjustments and 
the final statement; it follows that 
management must either fish or cut 
bait. Management must accept the 
balance sheet as its own representa- 
tion of the financial position of the 
business, or it must dissent. If man- 
agement fails or refuses to do one or 
the other, the accountant has no 
basis for exercising his professional 
function: that of expressing his 
opinion concerning the financial rep- 
resentations made by others. He 
must, therefore, express that excep- 
tion in his report, or he must step 
aside. If he assumes the prerogatives 
and responsibilities of an officer of 
the corporation and makes the pri- 
mary representations, he is not serv- 
ing as an independent C.P.A., and 
he assumes a function other than 
normal at his own peril. 


“ 


There are situations, such as arise 
in prospective purchase or sale of 
companies, where the accountant 
represents a cliegt other than the 
owner of the business examined. 
Ordinarily, such situations involve 
representations or warranties by the 
vendor. The C.P.A. may have un- 
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hindered access to records, but he 
may be denied the right to influence 
the amendment of representations 
or the correction of records. He 
should then submit a report present- 
ing his findings, clearly setting forth 
the differences between such results 
and the representations of the vendor. 
There is no radical distinction in 
these circumstances; it is purely a 
matter of expressing the dissent, 
and of reconciling the representa- 
tions of the vendor with the findings 
of the auditor. The independent C.P.A. 
has still “examined the balance 
sheet of the ABC Company”, and 
has submitted a report with explana- 
tions and exceptions which clearly 
and unequivocally show the differ- 
ences which appear between the 
views of the respective parties. 

In conclusion, and at the risk of 
repetition, it seems appropriate, in 


every case in which the C.P.A. ex- 
presses a professional opinion con- 
cerning accompanying financial state- 
ments, to say that he has examined 
the financial statements, and that 
for that purpose he has examined 
or tested underlying records. His 
opinion relates to the financiai state- 
ments; third parties have the right 
to assume that the primary repre- 
sentations made in the statements 
are those of the issuer and that the 
C.P.A. expresses his opinion con- 
cerning the fairness of such repre- 
sentations. This relationship is 
fundamental in our professional prac- 
tice; it is important that this rela- 
tionship be expressed in our reports, 
and reference to the examination of 
the financial statements of the XYZ 
Company expresses that relationship 
directly and clearly. 


Commentary* 


Mr. Saul Levy: Apparently we 
are still in the midst of the controversy 
which flared up spontaneously when 
members of our profession propounded 
the question, “Whose Balance Sheet 
Is It?” It is unfortunate that at times 
the debate became more acrimonious 
than was warranted. It is reassur- 
ing, however, that our differences of 
opinion (if any) are still being ex- 
plored in the even-tempered spirit 
of scientific inquiry. I doubt whether 
the last word on the subject will 
have been said even by the close of 
this meeting, but I am confident that 
some new lines of thought will be 
opened and that apparent conflicts 
of viewpoint will become substan- 
tially reconciled. 

At the outset, I want to follow 
through on what Mr. Stempf prob- 
ably has in mind when he character- 
izes the question as loosely phrased 


and ambiguous. I want to take is- 
sue with the question itself, which 
I think has produced confusion by 
oversimplifying the real thing we 
are talking about. For purposes of 
fruitful discussion it might better 
have been worded “What is the Rela- 
tionship of the Accountant to the 
Financial Statements Concerning 
Which He Expresses An Independent 
Professional Opinion ?” 

Of course, we are talking about 
the balance sheet of the client in the 
sense that it is the balance sheet 
which expresses in technical ac- 
counting form the financial position 
of the client. Furthermore, it must 
be conceded that it is the balance 
sheet which embraces the factual 
representations of the client and his 
employees concerning the affairs and 
operations of the client. Regardless 
of the extent to which the account- 


* With the exception of Mr. Saul Levy's prepared commentary, the remarks hereinafter 


included form the condensed version of an extemporaneous discussion on the subject of “Whose 
Balance Sheet Is It?” which took place following the presentation of Mr. Stempf’s paper. 
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Commentary 


ant participated in fitting those basic 
facts into the technical formula called 
a balance sheet, an income state- 
ment, or a surplus account, the fac- 
tual foundation for such financial 
statements is the primary responsi- 
bility of the client. 

On the other hand, let us approach 
the financial statements from the 
viewpoint of the accountant who is 
expressing an independent profes- 
sional opinion concerning them. Such 
financial statements certainly consti- 
tute the vehicle or formula through 
which or in terms of which the ac- 
countant expresses his opinion. It 
makes very little difference whether 
we call the thing that we promul- 
gate a certificate, a report, or an 
opinion. In essence, the financial 
statements are an inseparable and 
integral part of our professional 
opinion. Our opinion would be 
meaningless without reference to 
them. Whatever explanations, quali- 
fications or exceptions are set forth 
as part of our opinion, they all re- 
late to the financial statements, 
which are necessarily incorporated 
in our opinion. In that sense, and 
wholly without reference to the 
client’s responsibility, it may well 
be argued that the balance sheet is 
the accountant’s balance sheet. 

One of our members* has offered 
the following pointed admonition 
concerning this matter: 

“To the layman, including the 
client, the accountant’s opinion 
and the financial statements are 
like Siamese twins. They look 
alike and are physically conjoined. 
Since the opinion is that of the 
accountant, the natural and _ in- 
exorable conclusion to the out- 
sider is that the statements are 
the accountant’s.” 


In the leading cases involving ac- 
countants’ liability which have been 
litigated in our American courts, 





it so happened that the balance 
sheets involved had actually been 
prepared by the accountants. Ac- 
cordingly, the opinions of the court 
are liberally sprinkled with refer- 
ences to the “balance sheet prepared 
by the accountant”. From this it 
might be inferred that the court was 
attributing authorship of the balance 
sheet to the accountant, and that 
there was some important legal 
significance to such a holding. A 
careful study of these cases will not 
support such a conclusion. In each 
case, the court had before it the 
report of the accountant, and as an 
integral part of that report there 
was a balance sheet, prepared by 
the accountant, through which the 
accountant expressed his opinion 
concerning the financial position of 
the client. The court had to deter- 
mine whether that opinion was 
reasonably well founded or whether 
even as an opinion it involved negli- 
gence or fraud on the part of the 
accountant. Incidentally, it had to 
determine whether there were rep- 
resentations of fact as well as ex- 
pressions of opinion in the account- 
ant’s report. In one case the court 
concluded that in certifying that the 
balance sheet was in accordance 
with the books oi account, the ac- 
countants had made a representa- 
tion of fact for the accuracy of 
which they were to be held strictly 
responsible. Apart from this single 
instance, however, the courts dealt 
with these balance sheets prepared 
by the accountant as the expression 
of the accountant’s opinion. It was 
not the authorship of the balance 
sheet (inferred from its preparation 
by the accountant or otherwise es- 
tablished) which was determinative 
of the court’s decision. Neverthe- 
less, we should not fail to observe 
how natural and plausible it may 
seem to our courts to speak of the 
balance sheet as the accountant’s 


* Letter from J. S. Seidman, published in the Journal of Accountancy, August, 1939, 


page 120. 
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balance sheet when it is included in 
the accountant’s report and conveys 
the accountant’s opinion. 

The client makes representations 
of fact which are embodied in the 
financial statements, for which rep- 
resentations the client is responsible. 
The accountant expresses an inde- 
pevdent professional opinion which 
is embodied in the same financial 
statements, for which opinion the 
acrountant is responsible. These re- 
sponsibilities are different in nature, 
but both responsibilities exist and 
come into being when the financial 
statements and the accountant’s 
opinion with respect thereto are 
published. The responsibility of the 
client is not superseded or elimi- 
nated by the opinion of the account- 
ant. The accountant does not as- 
sume the responsibility of the client, 
nor is he relieved of his own re- 
sponsibility because the client makes 
the “primary” representations as to 
the facts. I think it is reasonable to 
conclude that that is substantially 
what the S.E.C. meant when it 
stated in a recent case before it: 


“The fundamental and primary 
responsibility for the accuracy of 
information filed with the Com- 
mission and disseminated among 
the investors rests upon manage- 
ment. Management does not dis- 
charge its obligations in this re- 
spect by the employment of inde- 
pendent public accountants, how- 
ever reputable. Accountants’ cer- 
tificates are required not as a sub- 
stitute for management’s account- 
ing of its stewardship, but as a 
check upon that accounting.” 


Apparently we have not clarified 
the situation by asking the ambigu- 
ous question, “Whose Balance Sheet 
Is It?” We have diverted our thoughts 
from the essential relationship of the 
accountant to the balance sheet. We 
have introduced a more or less ir- 
relevant criterion, the confusing ques- 
tion of authorship or ownership of 
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this curious intellectual property—- 
the balance sheet. In the case of 
most large corporations whose fi- 
nancial statements are under the 
scrutiny of the S.E.C., it may be 
that the balance sheet has been com- 
pletely prepared by the employees 
of the client before the accountant 
gives any thought to it. On the 
other hand, for every such instance, 
there must be at least a hundred 
cases where no balance sheet ‘ts in 
existence when the accountant com- 
mences his examination and where 
it is the accountant himself who 
constructs the balance sheet from 
the records of the client. In many 
such instances, neither the client nor 
his employees are competent to pre- 
pare a balance sheet. The client may 
engage the accountant for the ex- 
press purpose of having him pre- 
pare the balance sheet and may ac- 
cept and adopt the financial state- 
ments prepared by the accountant. 
If in these latter instances, we insist 
that it is unqualifiedly the balance 
sheet of the client, and in no sense 
the balance sheet of the accountant, 
we shall never succeed in convinc- 
ing the lay public that we are speak- 
ing realistically. Furthermore, there 
will always be a large group in our 
profession who will conscientiously 
feel that they cannot subscribe to 
what seems to them to be a mere 
technical fiction. The point I am 
trying to make, however, is that in 
both classes of cases what the ac- 
countant is doing is to take the basic 
facts supplied by the client, examine 
into those facts in accordance with 
proper accounting and auditing pro- 
cedures, and predicated upon his 
examination express an_ independ- 
ent professional opinion concerning 
those facts. That opinion is ex- 
pressed through the medium of a 
balance sheet and related financial 
statements. It remains the account- 
ant’s opinion, offered as such, re- 
gardless of whether the accountant 
himself had to prepare the balance 
sheet or merely review or examine 
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Commentary 


into one which in the first instance 
had been prepared by the client. 

The independent professional opin- 
ion expressed by the accountant 
concerning the financial statements 
is not predicated merely upon an 
examination of the financial state- 
ments themselves. It is an informed 
opinion, based upon an examination 
of underlying records and docu- 
ments, and upon independent verifi- 
cation of many of the facts which 
the underlying records and docu- 
ments set forth. The extent of the 
examination is defined by the ac- 
cepted procedures of the profession. 
Practical and technical considera- 
tions involving the liberal use of 
judgment and discretion limit the 
scope of such examination. All this 
is set forth in the standard form 
of opinion quoted in Mr. Stempf’s 
paper.* When we publish an opin- 
ion with reference to a_ balance 
sheet, we represent that it is an 
informed expert opinion, based upon 
the type of examination contem- 
plated by our procedural standards. 

The limited time allotted to me 
does not permit of any exhaustive 
inquiry into questions of profes- 
sional responsibility implied in our 
discussion. Neither have I had time 
to comment more specifically upon 
numerous penetrating and provoca- 
tive papers and communications which 
have been published upon our sub- 
ject. 


Whose balance sheet is it? If we 
have to answer the question so phrased, 
I think we come closer to the whole 
truth by frankly recognizing that in 
one sense or another it is the balance 
sheet both of the client and of the 
accountant. Insofar as it summarizes 
and synthesizes the facts supplied 
by the client it is the balance sheet 
of the client, and the client is re- 
sponsible for the factual representa- 
tions which it conveys. Insofar as 
it is the vehicle for the expression 
of his independent professional opin- 
ion, it is the balance sheet of the 
accountant, and the accountant is 
responsible for the opinion which 
he thus expresses. Not the author- 
ship of the balance sheet, but the 
content and character of the ac- 
countant’s opinion is what we should 
strive to clarify even further to the 
public, to the courts, and to our own 
profession. In any specific case, the 
liability of the accountant may turn 
upon the sound understanding of 
the court and the jury as to the real 
function of the independent account- 
ant in the issuance of his report. To 
develop such an understanding is an 
unfinished task which still confronts 
our profession.t 


Mr. Charles B. Couchman: If an 
artist paints a picture, he refers to 
it as his picture regardless of the 
fact that the subject matter of the 
picture may be property belonging 


*“We have examined the balance sheet of the XYZ Company as of blank date, 





and the statements of income and surplus for the fiscal year then ended, have reviewed 
the system of internal control and the accounting proc edures of the company and, with- 
out making a detailed audit of the transactions, have examined or tested accounting 
records of the company and other supporting evidence, by methods and to the extent 
we deemed appropriate. Our examination was made in accordance with generally 
accepted auditing standards and included all procedures which we considered applicable 
in the circumstances. 

“In our opinion, the accompanying balance sheet and related statements of income 
and surplus present fairly the position of the XYZ Company at blank date, and the 
results of its operations for the fiscal year, in conformity with generally accepted 
accounting principles applied on a basis consistent with that of the preceding year.’ 

+ Liability Arising from Accountant’s Report, by Spencer Gordon. (Papers on 
Auditing Procedure, etc. Presented at the Fifty-Second Annual Meeting of the Ameri- 
can Institute of Accountants, 1939.) 

The Legal Liability of Public Accountants in Its Relation to a Standard Classifica- 
tion of Accounting Services, by Saul Levy. (The Certified Public Accountant, Novem- 
ber, 1932, page 695.) 
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you for a photograph and if it is a 
to others. A photographer poses 
success, he proudly refers to it as 
being his portrait even if the sub- 
ject is you and you do not belong 
to him. Of course, there are excep- 
tions. Many a portrait has undoubt- 
edly been developed when, after one 
horrified glance, the artist insistently 
states that it is your portrait. 

These are well recognized condi- 
tions. Therefore, when an account- 
ant has completed the throes of 
agony and has brought forth a bal- 
ance sheet, why should he not state 
“This is my balance sheet”. It is 
at present a much mooted subject. 
I understand that there are many 
accountants who insist upon using 
the possessive pronoun with respect 
to the financial statements result- 
ing from their accounting skill and 
vigorously deny that the client 
whose affairs are portrayed should 
suffer any blame whatever for the 
result. After all, I think we have 
seen financial statements with re- 
gard to which we can recognize the 
courage and the self-sacrificing 
valor of the accountant who openly 
assumes full responsibility for what 
he has put forth. 

This whole subject, however, may 
be viewed from a different angle. 
Let us look at it in the abstract. 
First of all, what is the purpose of 
all the displays that we have used 
as illustrations. Take the first. Is 
the purpose of the artist who pro- 
duces his picture of, let us say, a 
landscape to show a clear, accurate, 
and fully informative view of the 
property, the land, the buildings, 
and the trees, which have entered 
into the picture, or is it to produce 
a work of art whose value lies in 
itself rather than in whatever value 
might attach to the subject matter? 
Is the purpose of the artist to so 
depict your countenance that those 
seeing the picture may be able to 
obtain a clear knowledge of what 
you look like, or is it to produce 
a so-called artistic portrait wherein 
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the artistry outshines the subject, 
and wherein wrinkles miraculously 
are smoothed out, moles disappear, 
and saturnine expressions become 
kindly and benevolent? What is 
the real purpose of the landscape 
and of the portrait? 

What is the important thing 
about the balance sheet that makes 
it of any interest? Whose likeness 
is it? If the purpose of an artist 
is to show in a landscape a clear, 
accurate and fully informative view 
of the property—the buildings, the 
trees, the cow, or whatever it may 
be that forms the subject matter 
of that landscape—there becomes an 
interest in other than the mere 
artistic performance; that is, an 
interest in the subject matter itself 
rather than in the portrayal. If the 
purpose of the portrait painter was 
to produce an artistic photograph 
wherein wrinkles miraculously are 
smoothed out and moles disappear, 
if that is his purpose, then it is 
quite well that he should take credit 
for the performance. But do we, as 
accountants, care to be classified as 
producers of artistic photographs 
of that type? 

The difference I think is wholly 
this: What is it that you, the ac- 
countant, consider important with 
regard to this piece of paper, or 
these pieces of paper: the artistic 
success of your efforts, or the ac- 
curacy of the depiction of the vari- 
ous elements setting forth the finan- 
cial position of the client and the 
results of his operations? 

The cash; is it the accountant’s 
cash?—I fear not. Who is respon- 
sible for the receivables; is it the 
action of the accountant, or the ac- 
tion of the client that produced 
them? Who is responsible for the 
debts; did the accountant create 
those liabilities or did the client? 
Did the accountant issue those cer- 
tificates of stock or did the client? 
Did the accountant accumulate that 
surplus (or that deficit, to speak 
more familiarly) or did the client? 
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Commentary 


When the banker looks at it, what 
are the things about that balance 
sheet that he is interested in (and 
those things must be the essential 
substance of the balance sheet) ; are 
those things yours or the clients? 

Nearly all accountants admit that 
the accounting records are the rec- 
ords of the client. The accountant 
does not claim that they are his 
records. The balance sheet and the 
income statement are the culmina- 
tion of and a part of the records— 
the condensed results of other sup- 
porting records. They therefore 
constitute the final part of the rec- 
ords themselves boiled down into 
a condensed form that may be readily 
copied and transmitted to interested 
parties. The underlying sections of 
the records cannot well be sent to 
every stockholder, nor carted about 
to every creditor, but the final stage 
of the records, the balance sheet 
and the income statement, can be. 

It makes no difference how much 
work the client had to do before 
they were in proper shape. Some of 
the records may not have been com- 
plete; if so, you cannot say those 
were the true records of the client. 
Ii the records did not disclose cer- 
tain liabilities, then the records of 
the client were not complete rec- 
ords. It is only when all of those 
things have been put upon the rec- 
ords so they cumulatively amount 
to the balance sheet and the other 
statements submitted in connection 
with our report that we can say 
that the records are complete. 

The accountant when he makes 
his audit examines as many of the 
supporting documents as is neces- 
sary to satisfy him of the fact that 
each item that is stated on the bal- 
ance sheet should be so stated, that 
they are not omitting any items 
that should be stated thereon, and 
that all of these items are measured 
according to accepted accounting 
practices. If he finds shortcomings 
he offers recommendations. If the 


1941 


recommendations are accepted by 
the client, they are recorded on the 
client’s records, and become a part 
thereof. If the recommendations 
are not accepted, then we as ac- 
countants make qualifications or 
restrictions in our report upon those 
records. 

The reader who receives our re- 
port does not have the remaining 
supporting records to look at; he 
does have the final cumulative rec- 
ords. He does have our opinion upon 
them. And I believe that this is 
the essential thing—that our opinion 
must of necessity indicate the fact 
that we have made a sufficient in- 
vestigation of all supporting records 
and documents and consultations to 
enable us to say that these finan- 
cial statements portray what they 
are supposed to portray, that the 
balance sheet does state the finan- 
cial position of the company, and 
that the operating statement does 
state the results of financial opera- 
tions, with such exceptions, such 
modifications, as we may feel are 
necessary for us to put upon them. 


President A. S. Fedde: I think 
accounting thought is in the process 
of evolution—in the process of defi- 
nition as to what we mean by differ- 
ent things and what different situa- 
tions stand for. It is pretty well 
settled, however, that a concern is 
responsible for its own books; those 
are its own records. 

3ut one thing I do not think has 
been quite settled yet, and that is 
the situation which arises when an 
accountant who is engaged to write 
up the books of a concern sends an 
assistant—one of the young men in 
his office—to write up the general 
ledger, the accountant subsequently 
rendering his own report. It does 
not seem to me that under these cir- 
cumstances the accountant has lost 
his independent status unless it is his 
only client. That is something on 
which there may be different opinions. 
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The paper of Mr. Stempf’s leads 
into considerable discussion of the 
accountant’s certificate, and I can 
visualize a situation somewhat like 
this: A concern receives its report 
for the year 1940, and the principal 
calls up his accountant, Mr. Jones, 
and says: “You remember ten years 
ago I called you in and said I had 
never had my books audited; that 
I wanted you to audit my books and 
accounts, straighten us out if we 
were wrong anywhere, and give me 
a report? Well, that was for the 
year ending December 31, 1930; 
ever since then you have audited 
our books and accounts each year; 
no letters have passed between us; 
my secretary or the bookkteper has 
called you up and said that the 
books were ready for you to audit, 
and you came in, did the work and 
made a report in which you said, 
‘In accordance with your instruc- 
tions we have audited your books 
and accounts, and present herewith 
the balance sheet and income state- 
ment, etc.’ But now I get this re- 
port, which says you have examined 
my balance sheet. Haven’t you 
audited my books and accounts as 
usual ?” 

And Mr. Jones says, “Yes; but 
the ultimate summary of your books 
and accounts is in this balance sheet 
and income statement. This is the 
crux—the focal point—the ultimate 
resting place.” 

“But,” says the client, “ten years 
ago we engaged you to audit our 
books and accounts, and we have 
not changed our instructions since 
then. Are you afraid to report that 
you did what we engaged you to 
do?” 

Mr. Jones then replies: “The com- 
mittees of the American Institute 
of Accountants and of The New 
York State Society of Certified Pub- 
lic Accountants have been studying 
this matter of expressions in ac- 
countants’ reports, and they have 
decided that the best expression of 
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what we have done is the statement 
that ‘we have examined the balance 
sheet and income statement’ ”’. 

“Well”, says Mr. Jones, “all this 
new phraseology is Greek to me, 
and I must say the explanation does 
not leave me satisfied.” 

So you see that I am not yet en- 
tirely “sold” on the idea that we 
must never say “audit”, or that we 
must never mention the “books of 
account”, because the client might 
say: “I want my books and accounts 
audited, but you don’t even say this 
balance sheet is the same as my 
books and accounts, or that it came 
from the books and accounts. Where 
did it come from?” 

In making these remarks I do not 
take issue with Mr. Stempf’s paper 
or Mr. Saul Levy’s commentary, but 
am presenting these thoughts as an 
opportunity for discussion. 


Mr. Victor H. Stempf: Why do 
we say “examine” instead of “audit”? 
Today we-are “examining”, thirty 
years we did “auditing’”—to take the 
limited, restrictive meanings of the 
respective words. Your client, I be- 
lieve engaged vou to audit the books 
of account, and you came along and 
said you had examined his financial 
statements. 

In that period of old forms of 
auditors’ reports to which I alluded 
in my paper, it seems to me that we 
in the profession were equally guilty 
of abettiig the misconception which 
gradually grew in the minds of the 
laity as to whose balance sheet it 
was. This misconception is epito- 
mized, as I see it, in the statement 
I made in my paper to the effect 
that some accountants came to the 
absurd belief that credit grantors didn’t 
grant credit on the basis of the 
assets of the borrower, but solely on 
the basis of the balance sheet which 
the accountant renders, and that the 
balance sheet was purely that of the 
accountant and had no relation to 
the business of the borrower. It 
seems to me that this story, em- 
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and told to that 


bit 
client, would satisfy any fair-minded 


broidered a 


explain to 
“examined” 


individual, and would 
him why we say that we 
the financial statements. 

“After all, Mr. Client, they’re your 
assets—your net assets—on_ the 
basis of which your banker is going 
to lend you money, and it is on your 
primary representations of what you 
are worth that you are going to get 
that money, coupled with our opinion 
as to what you represent yourself to 
be worth. And those, Mr. Client, 
are the true relationships which you 
and I respectively bear to these 
financial statements which serve the 
purpose of getting credit from the 
bank for you. 

“Now, Mr. Client, you say I have 
not declared that I ‘audited’ the 
books. I am sorry, but I must dis- 
agree with you. I opened my state- 
ment by saying that I have examined 
the financial statements, but I have 
gone on to say, rather elaborately, 
that I have examined sufficiently de- 
tailed underlying records and ob- 
tained information and_ explana- 
tions, as well as investigated inter- 
nal control sufficiently, to satisfy 
myself that the principal statements 
—the balance sheet, the income ac- 
count and the surplus—do fairly 
present your financial position.” 

[ think if we take the time and 
have the courage to enter into a dis- 
cussion of these things with our 
clients, we can persuade them to see 
the propriety, sense and logic of our 
attitude. They don’t expect us to 
tell “fairy tales,” they expect us to 
present in our reports what work we 
have done and what our opinions 
are; they would agree with us that 
our reports should reflect our degree 
of responsibility, and they expect 
nothing more from us than that we 
should be willing to assume the full 
responsibility which goes with our 
professional relationship. 

The question of write-up work is 
a vital one to all of us, because I 
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suppose that practically ninety-nine 
per cent of all of the services ren- 
dered by the 21,000 certified public 
accountants in the United States is 
what we would term a “write-up 
service”, coupled with a report and 
opinion at the end of the year, in the 
event the independent accountant 
does combine these two _ theoreti- 
cally incompatible functions. I think 
the answer to it is a very practical 
one. 

Undoubtedly, any banker is fully 
justified in relying much more 
strongly upon financial statements 
which have been prepared by an ac- 
countant who has conducted a write-up 
service, and coupled with it an audit 
opinion, than he would be to rely 
upon financial statements with 
which a certified public accountant 
had no contact. It is only as these 
companies grow in size to the point 
where the external influence of in- 
vestors and creditors becomes so 
material as to necessitate a full de- 
gree of independence of the certified 
public accountant that that question 
ever becomes really serious. I think 
it has a natural and normal solution 
because, as these businesses grow, 
it is natural that their bookkeeping 
—-their controllership, their internal 
audit—should evolve and grow and, 
as those things grow internally, the 
external accountant gradually di- 
vests himself of those things which 
he did in his write-up service. He 
takes on more and more purely the 
functions of the independent certi- 
fied public accountant in expressing 
an opinion concerning the represen- 
tations made by the company. So 
that the practical answer to the 
problem is not nearly as important 
nor as severe as its theoretical im- 
plications are. 

Nevertheless, I do maintain that 
when an independent accountant is 
recording transactions, and _ then 
turns around and audits those trans- 
actions and expresses an opinion 
concerning the propriety of his 
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original work, he is serving two ut- 
terly incompatible functions to the 
same extent that a man who is serv- 
ing both as treasurer of a corpora- 
tion and as its controller is filling 
two utterly incompatible functions. 
As treasurer, he is probably respon- 
sible for the original interpretation 
of that transaction and its recording 
and the payment of it, and then, as 
controller, he turns around and says 
to management and stockholders of 
that corporation, “Not only is this 
thing right as I did it originally, but 
in my capacity as controller I say 
that what I did as treasurer was 
right.” 

Certainly, when we are introduc- 
ing any degree of internal control, 
where personnel in a company 
makes it possible to separate the 
cashiering functions from the ledger 
functions, the first thing that we do 
is to insure that the man who han- 
dles cash has no direct access or 
determination of what goes into the 
accounts and, vice versa, that the 
man who keeps the accounts has 
nothing to do with the handling of 
the cash. That is the simple com- 
parison of the incompatibility of the 
functions of treasurer and controller, 
and similarly demonstrates the in- 
compatibility of an independent cer- 
tified public accountant serving as 
a general bookkeeper, chief account- 
ant, or controller of a business— 
originally a write-up service—and, 
on the other hand, taking the re- 
sponsibility of expressing an opinion 
as to what he has previously written 
into the accounts. 





There is another interesting ques- 
tion involved here. If the interpre- 
tation of transactions as reflected in 
books of original entry are purely 
those of the company, and if the 
accountant’s write-up service begins 
where those transactions end in the 
books of original entry to such an 
extent that ine simply posts and 
balances the general ledger, then I 
think there is less of that functional 
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incompatibility than if he should 
handle the transactions from the 
very beginning; i.e., interpreting 
transactions from the very start and 
determining how they go into the 
books of original entry. 

All of these matters involve a 
question of degree and, as in all of 
such questions, there is a shadow 
zone where perhaps there is a dis- 
tinction without a difference, and 
perhaps where that theoretical dis- 
tinction is meaningless from a prac- 
tical standpoint. I think we should 
all bear that fact in mind. Every 
one of us, in our own experiences, 
has had cases where companies have 
grown to the point where outside 
interests have become increasingly 
important, and where investment 
bankers have come into the picture, 
saying: “Well, you have been not 
only auditing these accounts, but 
you have been keeping them as well. 
We cannot accept your report for 
our purposes; we must have an in- 
dependent audit made of this situa- 
tion.” It has happened to every ac- 
countant in this room—large or 
small—in one occasion or another, 
and the principle of the thing is 
definitely established. 

The SEC has covered it in several 
of its releases: The Commission 
says that an accountant is not inde- 
pendent unless he is definitely at 
arms’-length relationship, where he 
has no intimate relationship with 
management, and where he has had 
nothing to do with the determina- 
tion of policy interpretation or the 
recording of transactions in the 
company’s books. 


Mr. Charles Hecht: In a decision 
of the Court of Appeals rendered 
some years ago, in which an ac- 
counting firm made the statement 
that it had prepared a balance sheet 
from the books of account, the Court 
held, in substance, that accountants 
are experts and cannot hide behind 
the books; they are here to express 
an opinion—an independent opinion 
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—as to their findings. Therefore, I 
believe that an accountant who, in 
his opinion, states that it is accord- 
ing to the books is making a state- 
ment of fact which may get him into 
trouble. 

I am not quite in agreement with 
your very excellent paper in this re- 
spect. I saw a statement only a few 
days ago that 75% of the audit en- 
gagements of the large, listed cor- 
porations in this country are under- 
taken by about 12 accounting firms. 
I saw a further statement that in the 
State of New York there are ap- 
proximately 2,200 independent ac- 
countancy practitioners, 1,500 certi- 
fied public accountants and about 
700 independent public accountants. 
It seems to me, therefore, that so far 
as New York State is concerned this 
larger group handles about 25% of 
the engagements. 

Engagements, as I see them, fall 
into two groups and, because of 
that, the short form of certificate 
recommended both by the American 
Institute and this Society cannot al- 
ways be used to cover these two 
classes. The large corporations 
have, as you aptly expressed it, good 
internal control and the auditor 
makes his independent examination 
of matters submitted to him. You 
were also correct when you said that 
there has been a great increase in 
the size of concerns, and conse- 
quently what was good accounting 
practically thirty years ago cannot 
be undertaken at the present time; 
that tests and samplings must be 
used instead. But I do submit that 
the largest amount of the work 
which we accountants are called 
upon to pursue is of the form that 
exists among those concerns— 
whether they are corporations, part- 
nerships, or single proprietorships— 
where we still do make audits. It is 
my concept that when we express 
an opinion we do say (and we can 
properly say) that we have made an 
examination of the books, and that 
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we have made a detailed audit of the 
items contained in the general ledger. 


“Audit” means “verification” and 
we as auditors (as has been ex- 
pressed by President Fedde) do 
have to work along the lines that 
our clients think they engage us 
for: to audit or to verity. When we 
verify negatively, we try to dis- 
prove; if we cannot disprove, we ap- 
prove. I believe that, in the large 
majority of cases, the short form of 
certificate or of opinion is not prac- 
ticable, and that we have not yet 
come to that point where we must 
use, verbatim, something which 
does not properly express what we 
have done. 

There is another thought that is 
in my mind. The title of your paper 
is “Whose Balance Sheet Is It?” I 
think many of us have been con- 
fronted by credit grantors with the 
thought that they are the ones to 
select the accountants, and there- 
fore it is the accountant’s balance 
sheet. I think also that there is one 
other thing that we must do as pub- 
lic accountants if we wish to get to 
a point where we can do our work 
independently, and that is to adopt a 
recommendation which was made to 
the Legislature several years ago— 
namely, that accountants can be sub- 
ject to discipline even to the extent 
of losing their certificates. Until we 
reach that point we have not come to 
be a real and a true profession. 


Mr. Victor H. Stempf: I doubt 
whether any champion of the use of 
the word “examined” who employs 
it intelligently would disagree with 
what you have said about the use of 
the word “audit.” If properly used 
in the circumstances of the individual 
case, and if adequately qualified as 
you qualified it, there certainly could 
be no objection to its use. But when 
you do use it, you do so at your 
peril; you must use it intelligently, 
know what you are talking about, 
and know that you are justified in 
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using it as opposed to the word “ex- 
amine.” 

Certainly in the sense that the 
auditor’s opinion relates to a given 
balance sheet, to that extent I am 
quite willing to agree that the bal- 
ance sheet is his. It is purely a ques- 
tion of semantics—what we are talk- 
ing about—and so long as we define 
and say what we mean: that it is 
the auditor’s balance sheet because 
it is his opinion that is appended, no 
one can argue with you. But if you 
were to say that simply because his 
opinion was appended to a particu- 
lar balance sheet that the primary 
representations concerning the finan- 
cial position of the company whose 
financial conditions were portrayed 
in that statement were also those of 
the accountant, then I am sure we 
would always disagree. We want 
to be sure we express clearly what 
we mean, and I| think the sooner we 
solve the question of whose balance 
sheet it is and break it down into the 
underlying things, the better off we 
will be. 


Mr. Saul Levy: The frequent use 
of the phrase “primary representa- 
tion of the Client” troubles me a 
lot, because it implies a secondary 
representation on the part of the ac- 
countant. I think we have a situa- 
tion not of primary representation 
and secondary representation, but 
rather two very different types of 
responsibility: one a representation 
as to facts, the other an expression of 
opinion. As Mr. Spencer Gordon 
said in a paper he read in San Fran- 
cisco, in the modern form of report 


the only representation of fact on the 
part of the accountant should be a 
representation as to what he has 
done in the examination of the rec- 
ords on the basis of which he ex- 
presses an opinion. I think there 
you have your dividing line, and if 
what I have said makes any sense 
at all, then it seems to me that, 
fundamentally, it does not matter 
at all whether the controller of the 
corporation or the accountant pre- 
pared the balance sheet. 

The accountant has the right to 
express an opinion concerning a bal- 
ance sheet whether it was prepared 
by someone else or whether, in order 
to put himself in the position of ex- 
pressing an opinion concerning fi- 
nancial position, he has to prepare 
the balance sheet himself. You can 
conceive of a diagnostician examin- 
ing a patient with the aid of two or 
three assistants who do a lot of the 
preliminary work, or one who goes 
through a good deal of the manuai 
work himiself. Still, in essence, in 
either situation he is expressing an 
opinion as to a condition. And so 
are we, as professional accountants, 
expressing an opinion as to a finan- 
cial position. That is what I do not 
think we have yet made clear to the 
public; they do not quite under- 
stand what we do. It reminds me 
of the slogan I once read on the 
letter-head of an advertising con- 
cern which said that “The man who 
doesn’t advertise is just like the fel- 
low who throws a kiss to his girl 
in the dark: he knows what he’s do- 
ing, but no one else does.” 
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The Work of the Professional Accountant 
under the Securities Act of 1933 


By ANDREW STEWART, C.P.A. 


HE work of the professional ac- 

countant under the Securities 
Act of 1933 relates to the prepara- 
tion and certification of financial 
statements and supporting sched- 
ules to be filed as a part of a regis- 
tration statement and, to some ex- 
tent, for use in a prospectus. The 
form of registration statement 
which is used most frequently under 
this Act is Form A-2, which is ap- 
plicable in the case of securities to 
be issued by seasoned corporations. 
Various other forms which I need 
not enumerate are provided for 
securities to be issued by new ven- 
tures, for special types of business, 
for certificates of deposit, and for 
other types of securities. No doubt 
most of you are familiar with all of 
these forms. Form A-2 is fully ex- 
plained in the Form A-2 Instruction 
Book and the financial statements 
and schedules required in connec- 
tion with that form are covered by 
Regulation SX. Arising out of the 
registration of securities under the 
Securities Act and the Securities 
Exchange Act is a requirement for 
the filing of annual reports, for 
which several forms have been pre- 
scribed. Where securities are regis- 
tered on a national securities ex- 
change the K forms are used, the 
most common of which is Form 
10-K for corporations generally, 
while for securities not so regis- 
tered, Form 1-MD is prescribed. 

In addition to the forms for ori- 
ginal registration of security offer- 
ings and for annual reports above 
mentioned, special forms under the 
Securities Exchange Act of 1934 are 
provided for applications for perma- 
nent registration of securities, the 


most common of which is Form 10. 
In the promulgation of all forms 
and regulations affecting the prac- 
tice of accountancy, I am gratified 
to state that it has been and it still is 
the practice of the Commission to 
obtain the advice of the accounting 
profession and to allow ample time 
for comments and suggestions be- 
fore any new form of regulation or 
any amendment thereto is adopted. 
Committees of our various associa- 
tions of accountants are continuously 
in contact with the Commission in 
connection with such matters. The 
result of this procedure has been that 
no important instruction or regula- 
tion relating to accounting has been 
issued by the Commission which has 
not had fairly general approval by 
members of our profession. 

Our relations with the Commis- 
sion have provided an excellent ex- 
ample of the benefits to be derived 
from cooperation between the legal 
and accounting professions. Through 
discussion and conference, we have 
come to a better understanding of 
our individual problems with result- 
ant benefit to both professions and 
to the public generally. I would like 
to take this opportunity to point out 
that our profession through its Com- 
mittees on Cooperation with the Bar 
stands ready to give to the legal 
profession the same kind of coopera- 
tion which has been so successful 
in our dealings with the Securities 
and Exchange Commission. In par- 
ticular, I would refer to the fre- 
quently recurring attempts to pro- 
cure legislation allegedly for the 
purpose of preventing “unauthorized 
practice of the law” which, in reality, 
through prohibiting the appearance 
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of anyone on behalf of another be- 
fore Federal and State Departments 
of Government except a qualified 
attorney, would not in any manner 
restrict the practice of law but 
would merely prevent accountants 
from rendering proper accounting 
services with resultant added cost to 
business generally. Fortunately, 
few of these attempts have been 
successful probably because they 
are not supported by many of the 
leaders of your profession. If only 
your various bar associations would 
confer with our committees before 
sponsoring such legislation, I feel 
sure that, not only would an under- 
standing be reached but the time and 
expense which they incur in spon- 
soring and which we incur in oppos- 
ing such measures would be an im- 
portant saving to both professions. 
In leaving this topic, I would like 
to quote from the recent report of 
the Committee on Administrative 
Procedure to investigate the need 
for procedural reform in federal ad- 
ministrative agencies (The Acheson 
report) dated January 22, 1941 made 
at the request of the President and 
submitted to the Attorney General 
of the United States and by him to 
the Senate: 

“Especially among lawyers’ or- 
ganizations there has been mani- 
fest a sentiment in recent years 
that only members of the Bar 
should be admitted to practice be- 
fore administrative agencies. The 
Committee doubts that a sweeping 
interdiction of non-lawyer practi- 
tioners would be wise, nor does it 
believe that corporations or other 
organizations should in all cases 
be forbidden to appear through 
and be represented by their 
officers.” 


Legal Liability 


As a background for a more de- 
tailed discussion of the work of the 
accountant under the Securities Act, 
it is appropriate to summarize the 
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provisions relating to the civil lia- 
bility of the accountant under the 
Act. First, there is a general provi- 
sion that in case any part of a regis- 
tration statement has contained an 
untrue statement of a material fact 
or omitted to state a material fact 
required to be stated therein or 
necessary to make the statements 
therein not misleading, any person 
acquiring a security so registered 
(unless it is proved that at the time 
of such acquisition he knew of such 
untruth or omission) may, either at 
law or in equity, in any court of 
competent jurisdiction, sue any ac- 
countant who has with his consent 
been named as having prepared or 
certified any part of the registration 
statement with respect to an untruth 
or omission in such part. The es- 
cape clause which follows provides 
as to accountants and other experts 
that notwithstanding the foregoing 
no expert shall be liable who shall 
sustain the burden of proof that: 
(a) As regards any part of the regis- 
tration statement purporting to 
be made upon his authority as 
an expert or purporting to be a 
copy of or extract from a report 
or valuation of himself as an 
expert, (1) he had, after reason- 
able investigation, reasonable 
ground to believe and did be- 
lieve, at the time such part of 
the registration statement be- 
came effective, that the state- 
ments therein were true and 
that there was no omission to 
state a material fact required 
to be stated therein or neces- 
sary to make the statements 
therein not misleading, or (ii) 
such part of the registration 
statement did not fairly repre- 
sent his statement as an expert 
or was not a fair copy of or ex- 
tract from his report or valua- 
tion as an expert; and 
(b) As regards any part of the regis- 
tration statement purporting to 
be made on the authority of an 
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expert (other than himself) or 
purporting to be a copy of or 
extract from a report or valua- 
tion of an expert (other than 
himself), he had no reasonable 
ground to believe and did not 
believe, at the time such part of 
the registration statement be- 
came effective, that the state- 
ments therein were untrue or that 
there was an omission to state a 
material fact required to be 
stated therein or necessary to 
make the statements therein not 
misleading, or that such part of 
the registration statement did 
not fairly represent the state- 
ment of the expert or was not a 
fair copy of or extract from the 
report or valuation of the expert. 


The 1934 amendment of the Se- 
curities Act defined reasonable in- 
vestigation and reasonable ground 
for belief as the standard of reason- 
ableness required of a prudent man 
in the management of his own 
property. A material fact has been 
defined by the Commission (in con- 
nection with a stop order issued in 
March 1934) as “a fact which if it 
had been correctly stated or dis- 
closed would have deterred or tended 
to deter the average prudent in- 
vestor from purchasing the securities 
in question”. 

While no cases have yet arisen in- 
volving accountants’ liability under 
the Act, it is obvious that the ac- 
countant must apply a high standard 
of diligence to the investigation 
which he must make before certify- 
ing financial statements and also 
that the evidence on which he bases 
his beliefs must be carefully pre- 
served against the possibility that 
any of his statements may be chal- 
lenged. 


Effect of Regulation by the 
Commission on the Practice 
of Accountancy 


It should be kept in mind that the 
total number of corporations which 
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are subject to the Securities Act or 
the Securities Exchange Act repre- 
sents a relatively small percentage 
of the total number of business con- 
cerns. Further, it should be noted 
that those subject to one or the other 
of these acts are only those corpora- 
tions which have registered securi- 
ties with the Commission or which 
have their securities listed on a na- 
tional securities exchange. How- 
ever, so far, the Commission has 
extended its authority only to regis- 
tration statements and annual re- 
ports to be filed with the Commis- 
sion and has not attempted to pre- 
scribe the form or content of annual 
reports to stockholders. 


As to those corporations which 
are required to file annual reports 
with the Commission, it is hardly 
necessary to say that there are no 
material differences between such 
annual reports and those which are 
submitted to the stockholders of 
such corporations, as neither direc- 
tors, officers, nor auditors would 
wish to subject themselves to the 
consequences of material omission 
or misrepresentation. However, 
while a small minority of corpora- 
tions have modified the form and 
content of their annual reports to 
stockholders in the past six years, 
the principal changes have been 
along the line of greater disclosure. 

The first important form promul- 
gated by the Commission with the 
assistance of our profession was 
Form A-2, which dealt practically in 
toto with the form and content of 
financial statements. Actually, the 
only reference to the scope of the 
work to be done by the independent 
public accountant was expressed 
negatively as follows: 

“Nothing in these instructions 
shall be construed to imply au- 
thority for the omission of any 
procedure which independent pub- 
lic accountants would ordinarily 
employ in the course of a regular 
annual audit.” 
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[ should like to emphasize this 
point because of the general impres- 
sion of the far-reaching influence of 
the S.E.C. It is common knowledge 
that members of the stock exchanges 
have been subjected to numerous 
regulations limiting or prescribing 
the scope of their activities; that in- 
vestment trusts are now subject to 
stringent regulation as to manage- 
ment and dividend policies ; and that 
the practice of law is regulated so 
far as the preparation of certain in- 
dentures is concerned. But the 
S.E.C. has not attempted to pre- 
scribe the form or content of annual 
reports to stockholders or the pro- 
cedures which the accountant must 
follow in order to satisfy himself 
that the financial statements which 
he certifies for filing with the Com- 
mission fairly present the financial 
condition and the results of the 
operations. Further, the require- 
ments as to form and content of 
financial statements as embodied in 
the original Form A-2 did not con- 
tain anything that had not been 
recognized as good accounting prac- 
tice at least twenty years earlier. 
However, it was one of the first at- 
tempts to codify the best practices 
existing at that time and as such 
was of great value particularly to 
the younger members of our profes- 
sion. 

The Commission, in its early pro- 
mulgations used the phrase “inde- 
pendent public accountant” which 
seemed to us to properly describe 
our function. In recent years, how- 
ever, the Commission has found 
cases where the accountant, because 
of certain relationships with his 
client, appeared to be not actually 
independent. As to the majority of 
these cases, there could be no doubt 
that the accountant might be unduly 
influenced because of his relation- 
ships with his client. Such cases in- 
cluded those where the accountant 
was actually a salaried employee of 
the registrant, where the accountant 
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lent money to the registrant, and 
where the accountant had a con- 
siderable investment in the securities 
of the registrant. The Commission 
has also taken the position that an 
accountant is not completely inde- 
pendent if he is indemnified by the 
registrant company against his legal 
liability under the Act. 


Opinions of the Commission and of 
its Chief Accountant 


From time to time the Commission 
has issued releases, the most impor- 
tant of which, so far as accountancy 
is concerned, are those designated as 
Accounting Series, which have con- 
sisted principally of opinions of the 
Chief Accountant with regard to the 
treatment of special items in ac- 
counts of registrants. These releases 
also contain a summary issued May 
16, 1938 of the more common defi- 
ciencies found in registration state- 
ments. In other cases the opinion 
of the Chief Accountant is given in 
response to an inquiry. As in the 
case of the proposed issuance of new 
forms or new regulations, the Chief 
Accountant of the Commission has 
invariably consulted our profession 
through the appropriate committee 
and in perhaps most cases modifica- 
tions have been made of the original 
draft to meet the views of our pro- 
fession. As a result accounting prin- 
ciples enunciated in these opinions 
are recognized by the profession 
generally. 

Recently, following the issuance 
of the Commission’s report on the 
McKesson & Robbins case, the Com- 
mission felt that in the light of that 
case the form of the accountant’s 
certificate then in general use should 
be revised. Actually, the term “certi- 
ficate’, though in general use, is a 
misnomer for the reason that the 
assertion by the accountant, of 
necessity, can be no more than an 
expression of his opinion. Discus- 
sions with the Commission were had 
by committees of the American In- 
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stitute of Accountants, as a result of 
which an amended rule relating to 
accountants’ certificates was  pro- 
mulgated on February 5, 1941 effec- 
tive March 1, 1941. This rule sets 
forth the requirements as to ac- 
countants’ certificates in four parts: 
(a) Technical requirements. 
(b) Representations as to the 
audit. 
re) Opinions to be expressed. 
(d) Exceptions. 


Because of its importance, I now 
auote the rule verbatim: 


“Rule 2-02. Accountants’ Certificates 

(a) Technical requirements. 

The accountant’s certificate shall 
be dated, shall be signed manually, 
and shall identify without detailed 
enumeration the financial statements 
covered by the certificate. 


(b) Representations as to the 
audit. 
The accountant’s certificate (i) 


shall contain a reasonably compre- 
hensive statement as to the scope of 
the audit made including, if with 
respect to significant items in the 
financial statements any auditing 
procedures generally recognized as 
normal have been omitted, a specific 
designation of such procedures and 
of the reasons for their omission; (11) 
shall state whether the audit was 
made in accordance with generally 
accepted auditing standards appli- 
cable in the circumstances; and (iii) 
shall state whether the audit made 
omitted any procedure deemed 
necessary by the accountant under 
the circumstances of the particular 
case, 

In determining the scope of the 
audit necessary, appropriate con- 
sideration shall be given to the ade- 
quacy of the system of internal check 
and control. Due weight may be 
given to an internal system of audit 
regularly maintained by means of 
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auditors employed on the regis- 
trant’s own staff. The accountant 


shall review the accounting pro- 
cedures followed by the person or 
persons whose statements are certi- 
fied and by appropriate measures 
shall satisfy himself that such ac- 
counting procedures are in fact be- 
ing followed. 

Nothing in this rule shall be con- 
strued to imply authority for the 
omission of any procedure which in- 
dependent accountants would ordi- 
narily employ in the course of an 
audit made for the purpose of ex- 
pressing the opinions required by 
paragraph (c) of this rule. 


(c) Opinions to be expressed. 


The accountant’s certificate shall 
state clearly: 

(i) the opinion of the accountant 
in respect of the financial 
statements covered by the 
certificate and the account- 
ing principles and practices 
reflected therein; 
the opinion of the accountant 
as to any changes in account- 
ing principles or practices, or 
adjustments of the accounts, 
required to be set forth by 
Rule 3-07; and 
the nature of, and the opinion 
of the accountant as to, any 
significant differences be- 
tween the accounting princi- 
ples and practices reflected in 
the financial statements and 
those reflected in the accounts 
after the entry of adjust- 
ments for the period under 
review. 


(ii) 


(d) Exceptions. 


Any matters to which the ac- 
countant takes exception shall be 
clearly identified, the exception 
thereto specifically and_ clearly 
stated, and, to the extent practicable, 
the effect of each such exception on 
the related financial statements 
given.” 
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Much of the discussion with the 
Commission regarding this rule re- 
lated to a proposal advanced by the 
Commission that the accountant 
should certify that the audit was 
made in accordance with generally 
accepted auditing standards appli- 
cable in the circumstances. The pro- 
fession took the position that such a 
determination could be made only 
through the exercise of judgment by 
the accountant in the particular case 
and that the word “certify” was, 
therefore, inappropriate in what was 
no more than an expression of opin- 
ion. Ultimately the Commission 
agreed to delete the word “certify’’ 
and to substitute the word “state”. 

Following the promulgation of the 
above rule regarding certificates, a 
committee of the American Institute 
of Accountants, with the approval of 
the S.E.C., has announced that the 
only change required in the form of 
certificate to comply with the re- 
quirements of the new rule is the 
addition of the following sentence: 

“Our examination was made in 

accordance with generally ac- 
cepted auditing standards ap- 
plicable in the circumstances 
and it included all procedures 
which we considered necessary.” 


At the same time the Commission 
issued an amendment to Rule 3-07 
relating to changes in accounting 
principles and practices so as to in- 
clude a requirement for disclosure 
of any significant retroactive adjust- 
ment of the accounts of prior years. 
This rule as amended reads as fol- 
lows: 


“Rule 3-07. Changes in Account- 
ing Principles and Practices 

“If any significant change in ac- 
counting principle or practice, or 
any significant retroactive adjust- 
ment of the accounts of prior years, 
has been made at the beginning 
of or during any period covered by 
the profit and loss statements filed, 
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a statement thereof shall be given 
in a note to the appropriate state- 
ment, and, if the change or ad- 
justment substantially affects 
proper comparison with the pre- 
ceding fiscal period, the necessary 
explanation.” 


From the foregoing it should not 
be assumed that the more important 
improvements in professional stand- 
ards have emanated from the Com- 
mission, though the Commission has 
encouraged the profession to initiate 
improvements in practices and pro- 
cedures through its professional or- 
ganizations. For instance, the re- 
quirements for confirmation of 
accounts receivable from the debtors 
and for physical tests of inventories 
were promulgated by the American 
Institute of Accountants and the 
New York State Society of Certified 
Public Accountants following the 
disclosures in the McKesson & Rob- 
bins case. The Committee on Audit- 
ing Procedure of the American In- 
stitute of Accountants also issues 
statements on auditing procedure 
from time to time and its Committee 
on Accounting Procedure is continu- 
ally at work in the preparation and 
promulgation of accounting research 
bulletins. 

In a profession such as ours, where 
new problems continually arise, it 
is obvious that the profession must 
itself take the initiative in setting 
forth acceptable practices and pro- 
cedures in relation to such problems. 
Our profession also recognizes that 
its failure to do so would undoubted- 
ly result in the promulgation of ad- 
ditional rules by the Commission. 

It is worthy of repetition that the 
sphere of the activities of the Com- 
mission with regard to accountancy 
has been confined to the specification 
of forms accompanied by instruc- 
tions for their preparation, and to 
the expression of opinions relating 
to treatment of items in specific in- 
stances, and that it has not attempted 
to promulgate a program of detailed 
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rules and regulations governing the 
auditing steps to be performed by 
accountants as a basis for certifying 
financial statements to be filed with 
the Commission. On the contrary, 
in the McKesson & Robbins report 
the Commission commended the 
steps taken by the profession in 
broadening the scope of its work 
programs and indicated that adop- 
tion by the profession of the recom- 
mendations made in that report 
should insure that acceptable stand- 
ards of auditing procedure will be 
observed. In the conclusion the re- 
port contained this statement: 
“Until experience should prove 
the contrary, we feel that this 
program is preferable to its al- 
ternative—the detailed prescrip- 
tion of the scope of and proce- 
dures to be followed in the audit 
for the various types of issuers 
or securities who file statements 
with us—and will allow for fur- 
ther consideration of varying 
audit procedures and for the de- 
velopment of different treatment 
for specific types of issuers.” 


Future Trends 

Probably to a greater extent than 
any other profession, accountants 
are faced with a succession of busi- 
ness situations which vary in their 
forms of organization and which 
must logically vary also in their 
internal procedures. It may safely be 
said that in few instances of indus- 
trial organizations, even where the 
companies were apparently in the 
same line of business, the internal 
organization, methods of doing busi- 
ness, and business and _ financial 
policies were so similar that either 
a program of audit adequate for one 
would be sufficient for the others or 
that the financial statements of one 
should properly be identical with 
the others. Critics of our profession 
who are principally teachers of ac- 
counting and lawyers, the latter 
usually fresh from law school, fail 
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to understand this incontrovertible 
fact of the variety of business organ- 
izations, policies and transactions 
and the diverse views of individuals. 
What is more natural than that, in 
concerns where the principals have 
spent say forty years of their lives, 
their policies and practices may have 
an aspect of individuality which, 
while entirely proper, necessitates 
different procedures as to auditing 
and, in some respects, a different 
form of presentation of financial 
condition and operating results. 
Anyone who does not recognize this 
fundamental fact, readily falls into 
the apparently prevalent fallacy that 
accountancy is an exact science and 
that auditing is merely the applica- 
tion of certain predetermined proce- 
dures which are of universal applica- 
tion. I need hardly say to this au- 
dience that the scope of the proce- 
dures to be applied in any one situa- 
tion, and the method of presentation 
of the results, call for the exercise of 
the highest degree of judgment and 
experience which our profession can 
command. 


Back of this fallacious notion of 
Procrustean similarity of financial 
statements, there seems to lurk a mis- 
apprehension which unfortunately 
constituted part of the rationale on 
which the Securities Act was en- 
acted; if only every corporation 
would publish the same information, 
in the same form, then Jack would 
be as good as his neighbor and Jack 
would know when to sell and when 
to buy securities. The answer to this 
is that if Jack’s decisions as to the 
buying and selling of securities are 
to be based solely on his interpreta- 
tion of annual reports, even if meti- 
culously prepared in accordance with 
a prescribed standard, then Jack is 
surely going to die in poverty. He 
would have overlooked the fact that 
long-term trends in an industry may 
not be reflected in a series of annual 
reports of one company in the indus- 
try and yet they are all important 
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in a study of intrinsic worth. On the 
other hand, an apparent trend in a 
particular company may be equally 
misleading. If the investor intends 
to safeguard his investments through 
scientific study, he had better pre- 
pare to make such a study, first of 
the industry in which he is interested 
and later of the particular company 
therein. Obviously the average in- 
vestor is incapable of making such a 
survey. Those whose investments 
justify the expense would therefore 
be well advised to engage a compe- 
tent expert for this purpose. All of 
this leads to the simple statement of 
fact that a balance sheet and an in- 
come statement, even for a period of 
years, though essential as a historical 
report, are not, in themselves, suffi- 
cient evidence on which to evaluate 
corporate securities. 

Our profession is frequently criti- 
cized for lack of definition of its 
terminology and for lack of uniform- 
ity in its application. While there is 
some merit in this criticism, a large 
part of it arises from misunderstand- 
ing of fundamental differences which 
must be recognized in accounting 
terminology and presentation. So 


far, we have to admit that no Black- 
stone has emerged to express the 
information we wish to convey in 
universally understandable language. 
The volume of writings on account- 
ancy is fairly extensive but unfor- 
tunately much of it is not founded 
upon knowledge of the practical 
complexities and variations of busi- 
ness enterprise. To those who regard 
the work of our profession as an 
exact science I would commend the 
striking words of Oliver Wendell 
Holmes on the “longing for cer- 
tainty and for repose which is in 
every human mind” and his warning 
that “certainty generally is illusion 
and repose is not the destiny of man”. 

I recognize that as a profession 
we need to make further progress. 
From its commencement in_ this 
country a little over fifty years ago, 
accountancy has passed through hec- 
tic times from the World War, the 
post-war boom, down through the 
recent depression. Now we face new 
problems, but we are confident that 
we can meet the challenge and, at the 
same time, develop further in our 
standing and achievement. 
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Public Utilities Accounting 


T J NDER the direction of Charles H. Dyson, Chairman of the Committee 

on Public Utilities Accounting, a special technical meeting of that 
committee was held on April 2, 1941, at the Engineering Auditorium in 
New York City. Five guests of the Committee presented papers dealing 
with different phases of public utilities accounting, which are published 
below. 

The discussion covered a range of subjects particularly of interest to all 
accountants interested in public utilities and to all students of accounting 
theory. Outstanding points were Dr. B. S. Rodey’s advocacy of “a soundly 
controlled investment theory of accounting, with predetermined and agreed 
rates for amortization”; Mr. George E. Goldthwaite’s broad-minded recog- 
nition that accounting records should be the basis for that amortization 
of capital investment that commonly is spoken of as “depreciation’’; 
Dr. H. B. Dorau’s observations on methods of determination of the 
“original cost” of public utilities and of its disposition; Mr. George O. 
May’s calm, sane and philosophical discussion of “enterprise cost”: and 
Dr. Milo R. Maltbie’s advocacy of the Value Basis for financial statements 
—in opposition to the Cost Basis that is preferred by professional account- 
ants, and his wise comments on the need for recognition of the growing 
liability under pension plans. 


The Pendulum Swings 


By Dr. B. S. Roney, JR. 





“The Pendulum Swings” or “Where 
Do We Go from Here in Utility 
Plant Accounting” is a fact and a 
question of particular significance 
at this time. It seems to be expres- 
sive of the situation which now faces 
all accountants having responsibili- 
ties in the utility field. The assign- 
ment of any title to my remarks this 
evening is perhaps misleading as I 
am under instruction to talk very 
briefly about not very much of any- 
thing. When I asked Charles Dyson, 
“Why have you placed me on the 
program ahead of such a galaxy of 
stars as Chairman Maltbie, George 
May, and an economist and an engi- 
neer of such national prominence 
as Dr. Dorau and Mr. Goldthwaite?”, 
he replied, “Well, Barney, we were 
not sure that all the others could 
accept. Also, the starting time will 
be early, so the idea is for you to 
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carry on until we have a good crowd 
of listeners for the real program.” 

Notwithstanding the real part I 
am supposed to take in this situa- 
tion, there are a few things I would 
like to say. In other words, you 
cannot shut the Irish up entirely. 
However, you may be sure that I 
will be brief because I feel good 
about being asked, even as a re- 
serve, and I hope to be asked again. 

First, in behalf of my accounting 
associates of the Consolidated Edi- 
son Company, I wish to express to 
you and to your Chairman our ap- 
preciation for your cordial invitation 
to attend, and to participate in this 
forum. It gives us great pleasure to 
be here and mingle with a kindred 
group of accountants who are striv- 
ing with us toward the same goal— 
namely, that of light, truth, educa- 
tion, and improvement in utility ac- 
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counting. It seems particularly gratify- 
ing that you, as professional account- 
ants, with your traditional back- 
ground, have seen fit to extend a 
hand of welcome to us. 

Second, a few words concerning 
the status of accountants today. 
Something has happened to the ac- 
countants of this country during the 
past few years. Something mysteri- 
ously intangible. I do not know 
whether I can describe it, but I am 
sure you are well aware of the 
change. An awakening, would you 
say 7—No, that would not adequately 
cover it. A shift from an age-old 
defensive position to one of self-re- 
liance and aggressiveness ?--Again, 
[ am not so sure. A feeling of 
greater responsibility for the back- 
ground and real meaning of figures 
and book entries; an evident desire 
to know more about economics and 
business processes; a growing rest- 
lessness in the face of unreasonable 
or elaborate restrictions and rules; 
indignation over the challenge of 
the accountants’ usefulness in in- 
ventory matters; keener realization 
of the importance of accounting to 
management and to regulation—all 
of these perhaps contribute to the 
explanation for the recent intangible 
but unmistakable change in the atti- 
tude and interests of accountants. 

Not only is the attitude of the ac- 
countant undergoing a change but 
also his views concerning the scope 
of his usefulness are changing. This 
change, let us be sure, is not con- 
fined to utility accountants, but to 
the entire field of recognized and 
unrecognized professional account- 
ants in this country. I use recog- 
nized and unrecognized to distin- 
guish certified public accountants from 
that great body of supervisory and 
specialized accountants who have to 
carry the load in industry and gov- 
ernment. 

Third, along with the changes in 
the accountant’s interests and view- 
points, it will be well to consider 
his “growing pains”. Today, per- 
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haps as never before, the account- 
ant faces double trouble. 

Financial affairs of business have 
never been more complicated; the 
number and variety of reports never 
more numerous or exacting; the de- 
mand for useful information by man- 
agement, by labor, by commission, 
by government, seems almost in- 
satiable. 

The number of persons engaged in 
and the costs of accounting are 
rapidly increasing. From 9,000 ac- 
countants and auditors in 1910 and 
191,000 in 1930, today we estimate 
250,000 or more. From 447,000 book- 
keepers and cashiers in 1910, today 
we estimate 900,000 or more. From 
1,600 certified public accountants in 
1910, today there are some 19,000. 
It appears probable that, of the 300,- 
000 employees engaged in the manu- 
factured gas and electric industry, 
45,000 are directly engaged in utility 
accounting work. 

Conceding for the purpose of argu- 
ment that present complicated social 
and economic conditions demand 
and justify more accounting opera- 
tions, it would still appear to be our 
duty to see that the necessary 
growth is kept within reasonable 
bounds. Now that we are faced with 
a national emergency where all the 
man-power of this country may be 
needed in truly productive occupa- 
tions, it seems to me that all persons 
in responsible accounting positions 
should strive to accomplish the nec- 
essary accounting work with the 
utmost of economy. 

Fourth, to be specific, what are 
some of the possibilities of retrench- 
ment in the utility field? Plant ac- 
counting and records, even if com- 
bined with general accounting, rep- 
resents only some 40% of the total 
cost of utility accounting. The bal- 
ance represents the billing and col- 
lecting of revenues. I will only 
attempt here, however, to point out 
a few possibilities in the plant ac- 
counting field. 

The development of methods for 
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recording property assets in public 
utilities has reached a new high in 
recent years. From the primitive 
status of the early days where all 
the dollars charged to construction 
or plant accounts were considered 
property, there has been a tremen- 
dous period of growth and develop- 
ment. Typical perhaps ot early plant 
accounting was this practice of con- 
cluding that all expenditures inca- 
pable of being matched against cur- 
rent income constituted investment 
and, therefore, property. 

Early among the developments in 
utility property accounting was the 
work order or job order system, dat- 
ing as far back as about 1890. The 
formal recognition of the work order 
system as part of the general ac- 
counting procedure marked the be- 
ginning of definite association of in- 
vestment dollars with particular 
segregations of property. Since that 
time we have come all the way up 
the ladder through more and more 
efforts to relate investment dollars 
to existing segregations of physical 
property. With the advent of fixed 
capital records—the immediate fore- 
runner and close parallel of the con- 
tinuing property records—and, last 
but not least, the continuing prop- 
erty record systems with standard 
retirement units and cost record 
units, we may now truly be said 
to have completely revised the old 
order. Now, our investment dollars 
follow the property. 

The present period of maturity 
indicates that we have reached the 
saturation point of possible account- 
ing and engineering mechanics for 
the purpose of insuring the accuracy 
of the relationship between invest- 
ment dollars and the status or des- 
tiny of tangible property. During 
this period we have already seen 
indications of a pendulum-swing 
back in the direction of simplicity. 
“Where do we go from here?”, 
therefore, can be answered by the 
statement that we are searching for 
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more simplicity in property account- 
ing. 

There is always a danger, when 
the pendulum swings backward, that 
a lot of good work may be thrown 
overboard. Our effort should be 
toward seeing that, in spite of the 
necessity of retrenchment, the yard- 
age gained in the improvement of 
plant accounting shall not be lost. 
Of necessity, the possibilities for 
retrenchment can only be outlined 
briefly. 


Manhour Rates 


Under the heading of Plant Ac- 
counting, an outstanding improve- 
ment in recent years has resulted 
from the establishment of the man- 
hour rate procedures. Briefly, this 
accounting process considers a de- 
partment which is engaged in the 
operation, maintenance and construc- 
tion of utility property as an aggre- 
gate, and allocates the labor ex- 
penditures of the entire department 
on the basis of the direct manhours 
reported on time sheets. The econo- 
mies resulting from this method are 
substantial. It has done away with 
the old method of individual spread- 
ing of indirect labor and expenses 
and a payroll treatment of the amount 
paid to each man in accomplishing 
account allocations. 


Engineering and Supervision 

For many years it was thought 
necessary to carry out the account- 
ability for engineering and super- 
vision by means of a special job 
order system. The results were a 
multitude of engineering job orders, 
including a process of indirect spread- 
ing of supervisory engineering on 
engineering, which although appear- 
ing to be factual, produced highly 
illusionary results at an extremely 
high cost of accounting. The elimina- 
tion of detailed accounting in this 
field is being accomplished by the 
clearance of engineering and super- 
vision to construction on a_per- 
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centage basis. The primary segrega- 
tion of all the costs of engineering 
bureaus or divisions between con- 
struction and operations can be 
made more effectively on the basis 
of a study of the work functions 
carried on in each of the bureaus 
or divisions during the past year, 
after giving consideration to the 
construction program for the cur- 
rent vear. 


Annual Orders for Mass Accounts 


Substantial economies can be ob- 
tained in connection with trans- 
mission and distribution construc- 
tion and replacement work through 
the extended use of annual orders, 
average costs, and controlled stand- 
ard costs. Many economies result- 
ing from the more extensive use of 
annual orders have been realized. 
Full realization of the possibilities 
of average costs and controlled stand- 
ard costs will require more research 
and study. 


Continuing Property Records 


With the establishment of con- 
tinuing property records, there should 
be brought about many minor econo- 
mies. Some of these possibilities 
include (1) elimination of detailed 
property statistics in annual reports; 
(2) as the various divisions of the 
continuing property records have 
been completed, checked and in op- 
eration, a tremendous volume of 
old and obsolete underlying records 
and data could be destroyed, with 
resulting economies. Once the in- 
ventory pricing has been completed 
and substantiated, some savings can 
be accomplished by the elimination 
from the records of numerous sta- 
tistical subdivisions, by sizes and by 
kinds. Also the requirements for 
costs by years might be restricted 
to bands of years, particularly in 
the older periods. 

The staff of the Public Service 
Commission of the State of New 
York should be commended for the 
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initiative that they are taking at this 
time in studying ideas and sugges- 


tions that will facilitate further 
economies along the lines above- 
indicated. 


Impeachment of Past Accounting 

A great deal has been said lately 
about the non-impeachment of past 
accounting. I am a strong believer 
in this principle. Post-mortems of 
accounting, like in bridge games, 
are costly, time-consuming, and breed 
trouble and misunderstanding. But 
let it be understood that, in stand- 
ing against impeachment of past 
accounting, I think the principle 
should be applied to all phases of 
accounting. One should not “blow 
hot and cold at the same time”. 
Thus, if a company has failed to 
capitalize certain elements of con- 
struction cost in the past but has 
likewise failed to amortize or retire 
sufficiently, it seems to me that the 
good should be taken with the bad, 
providing that the past accounting 
has been carried on in good faith. 
The reasonableness of the net re- 
sult should be the real measure. 
Not many at this time will try to 
defend obvious accounting manipu- 
lations. 

Certainly the general acceptance 
of the non-impeachment principle 
in studies of past accounting and re- 


classification work would result in 
substantial savings. 5 


Dollar-Follow-the-Property Theory 


Many other possibilities for econo- 
mies without forfeiture of the pres- 
ent theory of having the investment 
dollar follow the destinies of the 
physical property could be discussed. 

At this point it may not be in- 
appropriate to ask the question: 
“Why are we so closely wedded to 
the dollar-follow-the-property theory ?” 
At the risk of being read out of the 
accounting profession, let me pro- 
pound the idea that we may be 
headed toward an entirely new theory 
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of plant accounting. Should further 
research and development in the 
utility field bring about an agree- 
ment to abolish the present ideas 
in favor of a soundly controlled in- 
vestment theory of accounting with 
predetermined and agreed rates of 
amortization, the possibilities for 
simplicity and savings in many di- 
rections would be enormous. If you 
are interested in these possibilities 
there are several recent publications 
in which these ideas have been ad- 
vanced.“ 

Fifth, and last, improvement and 
economies in accounting cannot be 
achieved by wishful thinking. Much 


An Engineer Looks 


By Georce E. 


From a glance at the program it 
looks as if I am a lone engineer 
tossed in here to make sport for a 
crowd of expert accountants—a sort 
of a Roman holiday; so if I say nice 
words about you you will probably 
think it because I am _ scared. 
Now there is no doubt I am scared— 
and I will admit it in advance—but 
I want you to believe, however, that 
the nice words I say (if any) are 
sincere. 

The elaboration and refinement of 
record keeping which has occurred 
in recent vears has enlarged the field 
of contact between engineers and 
accountants, and has resulted in o:- 
casional discussions as to the com- 
parative views of the two profes- 
sions on the same subject. I have 
sat through some such discussions 
with little patience because there 
seemed to be a conscious tendency 
of the two to hold different views 


is 


( 


conscientious study and research are 
required if any real results are to 
be obtained. 

How can the best results be 
achieved? I will close with a sugges- 
tion, for what it may be worth; 
here it is: Could not a small group 
representing the various parties in 
interest be assigned to accounting 
research, such a group to have no 
authority but plenty of responsi- 
bility for continuously studying all 
ideas and plans for improvement in 
accounting methods? I am sure that 
such a cooperative effort, carried out 
in good faith, would produce sub- 
stantial dividends. 


at the Accountant 
}OLDTHWAITE 


and to take a professional pride in 
these differences, coupled perhaps 
with a touch of jealousy if one pro- 
fession appears to encroach on the 
field of the other. 

In my view, knowledge cannot 
properly be divided into box-like 


compartments with certain ones 
tagged “For Engineers Only”; others 


“For Accountants Only’; nor is it 
appropriate that opinions on a given 
problem be different solely because 
of the specialized backgrounds and 
specialized provinces of knowledge 
of the speakers. If engineers ind 
accountants are professionally at 
variance as to the solution of a cer- 
tain problem, the difference is more 
than likely to reflect prejudice or 
lack of sufficient knowledge on the 
part of one or both. 

It has seemed to me at times that 
public accountants overrate the com- 
petence of engineers in some re- 


© Francis X. Welch, “Why not a Consumer-Government-Labor Partnership with 
Utilities,” Public Utilities Fortnightly, August 1, 1940; Henry L. Gray, “The Perennial 
Depreciation Problem,” Public Utilities Fortnightly, March 27, 1941; Bernard S. Rodey, 
Jr., “The Lay Meaning and Legal Significance of the Terms ‘Original Cost,’ ‘Historical 
Cost,’ ‘Prudent Investment,’ Including a New Plan to Settle a 50-Year-Old Problem,” 


Thesis, New York University, June, 1938. 
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spects, and correspondingly under- 
rate their own capacity for judg- 
ment on certain matters that go 
beyond the field of mere bookkeep- 
ing. An engineer may be a man of 
great depth but little breadth of 
knowledge. He may have made pro- 
found researches into the actions of 
materials and physical forces, and 
may attain eminence in his field and 
yet be grossly imcompetent in eco- 
nomic and financial matters. The 
public accountant, by contrast, re- 
quires a considerable breadth of 
knowledge if he is to be anything 
more than merely an expert book- 
keeper, and I believe that the C.P.A. 
examinations reflect properly this 
view. 

I have great pride in belonging 
to the engineering profession, where 
men have accomplished so much in 
the creation and operation of the 
marvellous facilities which make 
modern life possible, and certainly 
the work of my engineering col- 
leagues stands against any little 
things I may say this evening in 
apparent disparagement. But it is 
perhaps because of his very success 
in this field that one is likely to 
overrate the engineer’s judgment on 
other matters, where he cannot or 
does not apply the rigorously logi- 
cal thinking required in his profes- 
sion and himself forgets that fact. 

In the notes supplied by your 
Committee there appears a question 
about continuing property records, 
asking who should be primarily re- 
sponsible—the accounting or engi- 
neering department. Maybe there is 
a catch in the question, and so I 
would like to ask the accountant 
his reason, if any, for passing up 
that job. The problem is one of 
complicated records devised for the 
purpose of better control of balance 
sheet asset entries, and it seems to 
me that the accounting department 
should be primarily responsible. 
The primary problems are account- 
ing problems, and an engineer is 
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needed principally as an adviser to 
see that correlation between records 
and physical property is significant. 
This is an extremely important func- 
tion, but I believe that the require- 
ment is best met by employing 
specially trained engineers as part 
of the accounting forces rather than 
by turning over the inventory and 
plant cost record job to an engineer- 
ing department. 


The faults of the professional ac- 
countant’s approach are particularly 
marked in this field if the engineer’s 
familiarity with physical property is 
not utilized. For example, when 
overhead electric distribution wires 
were strung, the plant record de- 
partment recorded precisely the 
footage of wire charged by the store- 
room to the job, ignoring the in- 
evitable wastage and possible loss 
of considerable wire during con- 
struction. Many years later, when 
the wire was taken down, an equally 
careful entry’ was made of the re- 
ported length recovered for stores 
or scrap, ignoring again the proba- 
bility of pieces overlooked and errors 
due to crude measuring process. 
The result was, first, an erroneous 
plant record, and, finally, an inade- 
quate retirement entry, despite the 
precision of accounting procedure in 
the office. The error here is pretty 
obvious, but there are plenty of other 
examples where precise accounting 
procedure in the office has failed to 
produce a worth while property rec- 
ord due to lack of familiarity of the 
office forces with the nature and 
function of the physical property. 

Engineering familiarity with the 
physical property would, I believe, 
discredit a lot of statistical data pre- 
pared for routine reports, and a good 
deal of white paper and clerical 
work might be saved and put to 
other uses. I think I agree with Dr. 
Rodey in that respect ; I see he made 
the same point in another way. [ 
don’t know, however, that account- 
ants are to blame more than engi- 
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neers for compilation of great vol- 
umes of statistics which have little 
useful significance. 

When trying to determine original 
cost from past records, the strictly 
accounting approach is sometimes 
faulty, it seems to me, because it 
does not recognize the questionable 
origin of figures which are now so 
precisely tagged in the records. Ac- 
counting data may show beyond 
question that the money was spent; 
but there was certainly a wide lati- 
tude for judgment and possible error 
as to where many of the charges 
should go at the time they were 
made—whether to maintenance, cost 
of removal or construction, and to 
what plant account. For this reason 
alone I believe that engineers famil- 
iar with construction costs and con- 
struction methods should have a 
large part in the investigation of 
original cost. 

In the outline of topics for dis- 
cussion which your efficient Com- 
mittee prepared, I see our old friend 
“Depreciation Accounting” popping 
up before me like King Charles’ 
head. Here is an outstanding in- 
stance where border-lines between 
engineering and accounting compe- 
tence have been discussed. Depre- 
ciation is, primarily, a financial prob- 
lem. In order to deal competently 
with the subject some knowledge is 
required in the several fields of eco- 
nomics, accounting, statistical analy- 
sis and engineering. Of these I 
would place engineering last, and 
thus would assign competence to the 
person best informed in the fields 
of finance, economics and statistical 
analysis. Obviously, the accountant 
is more likely to shine here than 
the engineer, because the latter must 
go further beyond his professional 
field to qualify. 

In the philosophy of accounting, 
I believe it is generally held that a 
capital charge with respect to a 
depreciable or perishable property 
item is merely a deferred operating 
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expense, and that a correct earning 
statement cannot be rendered with- 
out including as expense a due pro- 
portion of the cost of that item, com- 
puted under a plan which purports 
to charge the entire perishable or 
depreciable cost to operating ex- 
penses during its life. It also follows 
from this angle of accounting phil- 
osophy that a healthy balance sheet 
should not reflect a book value of assets 
greater than can reasonably be amor- 
tized during the remaining life of 
those particular assets. Nowhere in 
industry is the capital account more 
important than in the case of public 
utility property, and nowhere is the 
depreciation problem more impor- 
tant; yet here the problem has been 
neglected or mishandled as it has 
nowhere else, for reasons which we 
do not need to review at this mo- 
ment. 


I believe it will be conceded that 
public accountants’ reports hereto- 
fore have contained practically no 
criticism of utility accounting in the 
depreciation matter; and that the 
only approach to criticism generally 
has been a statement excluding this 
subject from the field of critical ex- 
amination. In part answer to accu- 
sations aimed at public accountants 
in this respect, it has been said that 
this is an engineering subject on 
which accountants are insufficiently 
informed for the purpose of critical 
comment. 

Well now, maybe it is outside 
their field (and I am certainly not 
a judge in that matter, but I have 
my own opinion); I do not believe, 
however, that the deficiency will be 
remedied by throwing the problem 
on the engineers. Most engineers 
whose remarks I have heard or read, 
fail to show much grasp of the eco- 
nomic and financial problems, and 
few of them have any competent 
knowledge of statistical analysis, by 
which I mean merely the systematic 
interpretation of past experience. 


The accountant knows at least 
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something of these subjects. What 
is to prevent him from using his 
knowledge as far as it will go and 
only after that confessing his limita- 


? 


tions! 

Where is the engineer’s place in 
supplementing public accountants’ 
judgment with regard to deprecia- 
tion? There are two general ques- 
tions to be passed on: First, is the 
annual depreciation charge adequate? 
Because if it is not, the earnings 
are overstated; and if the examiner 
is unable to pass judgment on this 
point, his usefulness is decidedly 
limited. Secondly, does the balance 
sheet show sufficient reserves with 
respect to the age and condition of 
the assets? 

Nobody can answer either ques- 
tion with entire satisfaction because 
the answer depends on a forecast 
or estimate with regard to the future. 
It is useless to argue, as some have 
done, that we must just pass up 
this problem because one cannot 
forecast the future accurately. The 
very act of making a charge to capi- 
tal account constitutes a forecast of 
future usefulness for the property so 
charged, and the authority respon- 
sible for such a charge cannot avoid 
the responsibility of saying how long 
a future time he feels safe in fore- 
casting, and what method he is go- 
ing to use gradually to reduce this 
capital charge and finally to elimin- 
ate it before the property itself or the 
value thereof has disappeared. This 
is a task for economists and statis- 
ticians quite as much as for engi- 
neers, and I do not see any great 
special competence of the latter in 
that respect. Experience is a valu- 
able guide; not perhaps directly the 
final arbiter, but it cannot be disre- 
garded, and it does not require any 
great depth of engineering knowl- 
edge to analyze experience. When 
a life insurance company wants to 
know from experience what human 
life expectancy is, it does not ask 
the doctors; it employs actuaries— 
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i.e., Statisticlians—to work out the 
answer. Direct forecasts of future 
occurrences are perhaps more in the 
province of the engineer (though 
the factors are also largely eco- 
nomic) and thus the engineer’s ad- 
vice is important in modifying con- 
clusions drawn from experience. But 
many engineers simply refuse to face 
the problem, and this fact places a 
special responsibility on the account- 
ants. 

Secondly, as to the »>dequacy of the 
balance sheet reserve. A custom- 
arv statement is that no engineer’s 
appraisal is available whereby to 
pass judgment on the adequacy of 
the reserve. But can the accountant 
properly have any great respect for 
appraisals made by engineers? [| 
have examined hundreds of them and 
find comparatively few which reflect 
any consideration whatever of amor- 
tization processes, or any grasp of 
the fundamental financial problem, 
in respect to.their alleged deprecia- 
tion estimates. For the most part, 
public utility appraisals are made 
for parties especially interested in 
proving either a high or a low value; 
they are made without regard to any 
underlying philosophy as to what 
constitutes value; their form and 
content are too often dictated by 
legal considerations, and their re- 
sults are, in my opinion, practically 
worthless from an accountant’s view- 
point. 

Let us assume that the account- 
ant is without knowledge with re- 
spect to engineering problems and 
unfamiliar with the nature and 
characteristics of the physical prop- 
erty represented in the asset ac- 
counts. He must know, neverthe- 
less, that the asset dollars do repre- 
sent property items, and that most 
property is perishable or depreciable 
in its nature. Could he not properly, 
as a part of his accounting examina- 
tion, call for the details of the com- 
putation by which the company ar- 
rives at its annual depreciation 
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charge, and then study at least its 
formal relation to the asset dollars? 
He could thus readily find out 
whether a logical plan of amortiza- 
tion had been set up and followed, 
and whether (in general) the depre- 
ciation expense entries are substan- 
tially correct in accordance with the 
plan. He could say, if it were true, 
that the company had prepared life 
estimates for each of several classes 
of property making up its asset ac- 
counts, and was proceeding under a 
plan which would gradually reduce 
and eventually eliminate the stock 
and bond liabilities outstanding 
avainst these assets before the end 
of their estimated lives. He could 
further report whether the plan in- 
volved a pro rata reduction year by 
year according to the straight-line 
method; or whether the plan pro- 
vided for postponing most of the 
amortization until later years, as in 
the sinking fund method. 

Surely all this could be readily dis- 
covered and disclosed to the benefit 
of those who wish to inform them- 
selves, through the public account- 
ant’s report, of the company’s affairs. 
If no systematic plan related to asset 
lives is disclosed, and if amounts not 
supported by such calculation were 
found to take the place of deprecia- 
tion charges, he could report that 
fact as one of outstanding impor- 
tance from an accounting viewpoint, 
possibly with some further appro- 
priate comment. All these things 
could be readily covered by any com- 


petent public accountant, and no en- 
gineer could possibly take exception 
to his statement. But I believe he 
might go further, and venture some 
opinion on the adequacy of the de- 
preciation rates. Most public ac- 
countants I have met or talked to are 
pretty “wise birds”. 

In his judgment of the deprecia- 
tion reserve, the accountant faces a 
more difficult problem, but still not 
an insuperable one. If he finds in 
effect at present a systematic depre- 
ciation policy, it should not be too 
difficult to determine whether or not 
the existing reserve is appropriate to 
the present depreciation plan. This 
would involve some knowledge as to 
past accounting practices. Inquiry 
of company officials would help in 
this matter if reasonable verification 
of their statements could be ob- 
tained. In some cases the account- 
ant might be wholly unable to arrive 
at a reliable conclusion, but I do not 
believe that this would generally be 
true. 

In any case, I do not believe that 
any reliance should be placed on an 
engineer’s appraisal, unless it can be 
determined that the appraisal itself 
(so far as depreciation is concerned) 
was based on the same sound prin- 
ciples which underly proper account- 
ing procedure; namely, a recognition 
of the fact that any capital charge 
is a forecast of future usefulness, 
and can properly be maintained on 
the books only with due regard for 
the future which will eventually ter- 
minate that usefulness. 


An Economist’s Reaction to Certain Developments in 
Public Utility Accounting 


By Dr. H. 


The subject of my discussion to- 
night might be, “Accountants Take 
Accounts Too Seriously—and So Do 
Other People.” I do not know as to 
that; some of you may never have 
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seen an economist before; some of 
you may never wish to see another 
one. 

I am bold enough to say that there 
probably are no two fields of knowl- 
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edge or spheres of action that really 
have more in common, yet in gen- 
eral understand each other less, than 
the fields of economics and account- 
ing. I can say that because I do 
not pretend to understand anything 
about accounting, and the account- 
ants that I have tried to teach do 
not seem to understand anything 
about economics. 

The relation of accounting and en- 
gineering might—as has been al- 
ready mentioned—have a close rela- 
tion ; but years of neutral observation 
on my part of that feud of long 
standing, convinces me that, as far 
as the accountants and engineers 
are concerned, it is only a case of 
mutual aversion—if, in fact, it is 
not distrust — between professions, 
“ach of which is engaged in the 
gentle art of manipulating figures. 

Now accounting, as you may not 
know, is a branch of that larger 
division of knowledge known as sta- 
tistics. You have probably heard of 
the three proverbial classes of liars: 
ordinary liars, damn liars, and statis- 
ticians. But some accounting ac- 
quaintances of mine suggest—and 
this is probably after hearing ap- 
praisal testimony, to which Mr. 
Goldthwaite referred, in public util- 
ity rate cases—that a fourth level 
of prevaricatory excellence should be 
recognized as that of the estimating 
engineer. 

Well, and so it goes. The account- 
ant feels secure and confident of the 
results of his disciplined manipula- 
tion of figures based as they are on 
the indisputable fact of the paid 
voucher, but the economist points 
out that things are not what they 
seem to be and that accounting 
statements do not, in fact—and to a 
considerable extent cannot—tell the 
economic truth. The economic ap- 
proach to the analysis of a business 
problem seems fuzzy and vaporous 
to the accountant, in large part. He 
does not understand either the 
methodology or the purpose. 
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Economists are not unaware of 
the difficulty of their science and the 
general lack of understanding of 
even its most fundamental princi- 
ples. I recall the observation of John 
Maynard Keynes that, “in econom- 
ics, what can be simply put is not 
true, and what is true in economics 
cannot be simply put’. You may 
have heard it said that there are as 
many economic conclusions on any 
subject as there are economists, and 
that if you placed all the economists 
end to end they still would not reach 
any conclusion. That of course 
would not be true of a great number 
of New Deal Socialists who, in con- 
trast, are so certain of their conclu- 
sion and so uncertain as to their 
reasons for it. 

The method of accounting, in con- 
trast, is simple and well disciplined. 
Accounting results therefore carry 
conviction — convictions often not 
justified and frequently erroneous. 
Almost everyone, except possibly 
lawyers, can understand the basic 
procedures by which accounting 
practice is governed—or, at least, 
they think they do. I am reminded 
of the observation of a former chief 
accountant of the SEC—a one-time 
academic associate of mine—who, 
after teaching the principles of 
accounting for a number of years, 
was shocked to find that his exam- 
ination of statements filed with the 
SEC exhibited so little in the way 
of adherence to fixed principle. Thus 
accounting, while affecting the ap- 
pearance of a stringently disciplined 
art, is probably in reality more ac- 
curately defined in the words of Mr. 
May as consisting of “conventions 
of convenience”. 

The discipline to which we look 
for guidance will probably have to 
be sought in the accountant rather 
than in accounting, and that means 
that the accountant must be 
equipped with an understanding of 
ever so much more than the pro- 
cedural routines of bookkeeping. 
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ven a little economics will, in my 
opinion, go a long way toward 
equipping the accountant with an 
understanding of the consequences 
of his choice of the “conventions” 
which suit his “convenience”. The 
implications of the old observation 
with respect to public utility ac- 
counting that “God gives us our 
gross and accounting gives us our 
net” should not be justified. Ac- 
counting must, however, remain the 
servant of business and not become 
its master. There is the obvious 
dilemma. On the one hand there 
is the danger of too much rigidity 
of attitude and conviction among ac- 
countants because they are aware 
of the dangers and penalties of de- 
parture from the narrow even if not 
straight path and, on the other hand, 
the obvious danger of “variable con- 
venience” the choices back of which, 
of course, are not reflected in the 


final statements on which others 
rightly or wrongly rely. 
My suggestion is simply this: 


that economics affords a discipline 
under the control of which account- 
ing procedure may be as flexible as 
it need be to remain the servant of 
business and yet be ever guarded 
against the choice of a procedure 
which does actual violence to the 
meaning and validity of a report. 
Accounting is becoming more and 
more regimented, but that does not 
necessarily mean that it is becoming 
more “principled”. That may merely 
mean that accounting as an art is 
being displaced by bookkeeping as 
a dictated routine. Accounting, like 
any art, needs the latitude of “poetic 
license” if it is to live and remain 
a profession; but “poetic license” 
is accorded only to those who have 
earned it by equipping themselves 
with the required skill and the nec- 
essary restraint in its use. 

In a sense it is presumptuous for 
an economist to assume to talk about 
accounting (particularly one who 
makes no claims or pretensions of 
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expertness in the art) but | am quite 
happy to do so, probably for the 
same basic reason that all people 
and Americans in particular—de- 
light most in discussing subjects 
they know least about. But possibly 
I can give you a few illustrations as 
to how an economist reacts to al- 
ternative accounting practices or 
policies, and let us take our illus- 
trations appropriately from the field 
of public utility accounting. In fact, 
let us examine some of the so-called 
“recent innovations in public utility 
accounting’, and appraise the ac- 
counting procedures from a purely 
economic point of view. 

Mr. Rodey is interested in sav- 
ing on the cost of accounting, and 
our Public Service Commission 
friends are interested in the service 
of accounting as a means of making 
their public administration jobs 
easier, and I as an economist am 
interested in the economic conse- 
quences thereof—each from our own 
point of view, and quite appropri- 
ately so. 

Most of the innovations in public 
utility accounting are related to 
what we understand as original cost 
accounting and what in some quar- 
ters is less affectionately referred 
to as “aboriginal cost accounting”. 
There seems to me to be little prac- 
tical use in our reviewing here the 
merits and demerits of original cost 
accounting as such. Almost every- 
thing that can with reason be said 
on the issue has been said. The re- 
quirement has found its way into 
practically every prescribed system 
of public utility accounts, State and 
Federal. In the case of the Feder- 
al Communications Commission 
against the American Telephone and 
Telegraph Company, the United 
States Supreme Court sanctioned the 
requirement of original cost segre- 
gation and identification as such, 
after strong representations on the 
part of the Government that mere 
sub-classification of the property ac- 
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count carried with it no other im- 
plications. The requirement appears 
to be a legally accomplished fact, 
whether you like it or not. 

Now, while it is true that there is 
no practical advantage in our con- 
sidering the merits and demerits of 
what has become an accomplished 
fact in regulatory accounting policy, 
yet the questions arising out of the 
administration of original cost ac- 
counting are of vital importance to 
everyone. In this situation, as al- 
ways, it is more important how it is 
done than whether it is done or not. 

There are no principles of eco- 
nomics violated by the ascertainment 
of the facts of original cost of a pub- 
lic utility property ; neither does the 
disclosure of the facts of original 
cost on published statements consti- 
tute an economic affront; but when 
combined with moves which suggest 
to the ever-nervous and fearful sup- 
ply of investment funds that any ex- 
cess of the balance sheet value of 
property over original cost is to be- 
come by virtue of that fact alone 
either (1) vulnerable as a basis for 
rates, or (2) unavailable as a basis 
for financing, or (3) the occasion for 
amortization requirements which will 


reduce the income and thus the 
amount available for paying the 


wages of capital, then there are un- 
economic consequences. 

The lack of significance of the mere 
recordation and identification of ori- 
ginal cost may be seen by noting that 
the investor’s reaction would be sub- 
stantially the same were it the de- 
clared policy of regulatory authority 
to allow a return in the future only 
on the original cost of the property. 
It is the portent and implication of 
accounting for original cost which 
has serious economic implications, 
and in some quarters there are now 
clear indications that the fears of 
management and investors upon the 
initiation of original cost accounting 
were justified. There was more to 
it, at least in the minds of some, than 
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met the eye. The evidence is begin- 
ning to accumulate to the effect that 
the requirement of original cost 
segregation and display on the bal- 
ance sheet was to accomplish more 
than to make readily available one 
evidence of value. By that same test, 
a more recently dated cost of repro- 
duction figure might also be required 
and displayed on the balance sheet, 
and particularly since, in an economic 
system of widely fluctuating price 
levels, the cost to reproduce at pres- 
ent prices is better evidence of value. 

The practical issue of economic 
importance is two-fold: (1) What is 
original cost construed to mean; i.e., 
what elements of value are to be re- 
flected? and (2) What action, if any, 
is contemplated with respect to the 
excess of plant account over its origi- 
nal cost? 

From an economist’s point of view, 
if there were dollars reflected in the 
old capital account which were not 
appropriately there, they should have 
been as subject to elimination before 
original cost accounting as after. 
And, by the same token, any dollars 
appropriately on the balance sheet 
before original cost accounting should 
feel just as secure and respectable 
after an original cost determination. 

Accounting is not a device for 
changing economic facts—it should 
be a method of reflecting them. The 
amount of depreciation charge ap- 
propriately included as an operating 
expense cannot change by virtue of 
the breakdown of a plant figure into 
its several elements. Neither is 
there any economic reason why the 
property used and useful should be 
any less adequate support for securi- 
ty issues after a determination and 
segregation of original cost than be- 
fore. 

Assuming that at least one purpose 
of original cost determination is to 
provide one of the evidences of value, 
then it would seem reasonable to ex- 
pect the original cost recorded on the 
books to be the original cost which 
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is an evidence of value. Cost is an 
economic concept. The cost which 
is an evidence of value (another eco- 
nomic concept) is economic cost. In 
so far as the figure recorded as origi- 
nal cost on the books of a utility is 
not economic cost, it fails by that 
much as a good evidence of value. 
Cost is sacrifice. It consists of 
what was given in exchange. Whether 
money, goods, or services, it can be 
expressed as so much in dollar cost. 
Interest during construction is an 
element of cost whether a part of a 
contractor’s price or whether directly 
incurred in the form of alternative 
income necessarily and unavoidably 
foregone while the investment is 
unearning. This is now so common- 
ly recognized that it would seem be- 
yond question properly included in 
a determination of original cost; but 
there are already cases on record 
where the inclusion of interest dur- 
ing construction was refused because 
the company had, twenty-five or 
more years ago, failed to capitalize 
this cost. This seems to the eco- 
nomist arbitrary beyond dispute. 
There is not even in this instance 
the more perplexing issue of whether 
the sum had previously been charged 
to operating expenses. Interest dur- 
ing construction is clearly an eco- 
nomic cost and should be included 
if the resulting figure is to be what 
it says it is, and to serve the purpose 
it is alleged to serve. 
General administrative and con- 
struction overheads are also ele- 
ments of property cost. They were 
not always so understood and often 
not so treated. They are elements 
of value for rate purposes. Their 
omission from a recorded original 
cost results in an inadequate reflec- 
tion of the true original cost, and this 
destroys in part what reliable evi- 
dentiary significance it may have. 
But here a more difficult issue is in- 


volved than in the case of interest 
during construction. Here is con- 
tended with some logic that the 
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amount having been charged to 
operating expenses cannot be re- 
flected in original cost. If by some 
precept of accounting this be true, 
it results in an unavoidable differ- 
ence between the original cost ac- 
counted for on the books and the 
economic facts of the case. To that 
extent original cost as accounted 
for will fail to reflect cost as evidence 
of value. 

I am quite aware that these eco- 
nomic distinctions may be only of 
academic significance if the prudent 
investment principle supersedes the 
fair value principle for rate-making ; 
but if original cost of the property 
(as distinguished from prudent in- 
vestment) should be accepted for 
rate base purposes, the accounting 
record would be inaccurate and in- 
adequate. 

What is probably of much greater 
significance both in principle and in 
proportion is the threatened elimina- 
tion of the excess of the plant ac- 
count over the original cost of the 
same. Unfortunately, far too much 
significance is attached to the balance 
sheet as a financial statement. But 
such is the case and we are here 
dealing with a fact and not a policy 
or theory. Investors, institutional 
and others have come to look on 
statements of assets as statements 
of value. They have, in the case of 
particular situations, adjusted them- 
selves to certain figures. Any rapid 
change in the figures representing 
assets is bound to influence their atti- 
tude rightly or wrongly. We can tell 
them that changes in accounts do not 
change the facts, but they will find it 
difficult to believe. Certainly the 
strongest presumption exists against 
the elimination of the excess of plant 
account over original cost if that ex- 
cess reflects value and legal earning 
power. It would be a far greater 
contribution to regulation and to 
the useful information of the invest- 
or if it could be assumed that the 
amount on the books is a reasonable ap- 
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proximation to value for rate-making 
purposes. Sucha general attitude would 
imply that, in a case where acquisi- 
tion cost exceeded original cost by 
$1,000,000, while the present value 
of the plant exceeded original cost 
by, let us say, more than $1,000,000, 
there would be no elimination of the 
excess over original cost. Should 
not the same rule govern any excess 
over original cost regardless of the 
circumstances of its origin if the total 
does not significantly exceed a prob- 
able value for rate-making purposes? 

More interesting even than the 
question as to what amounts of ex- 
cess over original cost may be sub- 
ject to elimination, is the question 
as to what the manner and method 
of elimination should be. I do not 
believe this is properly and wholly 
a question of accounting mechanics. 
The position we attempted to take a 
moment ago was that elimination 
below the point of fair value was 
not called for. If, for reasons we 
have not considered here, such elim- 
inations should be desirable, they 
are logically amortized by charges 
above the line and thus become part 
of the operating expenses. Certain- 
ly such amortization cannot come out 
of the fair return if that concept is 
to retain any meaning. The effect on 
the marketability of the far-from- 
popular public utility equity securi- 
ties would be most unfavorable. 

Assume other circumstances for 
purposes of illustration: A public 
utility company at the time of in- 
ception (back in the dark ages when 
the property acquired was entered 
on the books to balance the par value 
of securities issued), experienced an 
inflation of the property account of 
$5,000,000. To ease your minds, let 
us further assume that this has always 
been known to regulatory authority, 
has never been pressed as evidence 
of value, has never influenced the 
rates charged in any way whatso- 
ever. 

Now this sum appears obviously 
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as an excess of plant account over 
its original cost. If our suggestion 
in regard to the treatment of book 
values, which in total are not in ex- 
cess of a probable fair value, were 
followed, there would be no elimina- 
tion if we assume the value of the 
property now exceeds original cost 
by more than the $5,000,000. But 
assume that there is no such excess 
or that the responsible authority 
calls for the elimination of such a 
sum because such a sum once was 
entered as an excess over cost. If 
the $5,000,000 were to be eliminated, 
how should it be eliminated? The 
ready answer probably is, by charg- 
ing the total to surplus or, if surplus 
will not stand the charge, by progres- 
sive amortization out of income. 

I do not care to pretend to con- 
versance with the mechanics of the 
elimination, but of this I am fairly 
confident: that whatever method is 
employed, it should not result in a 
burden on income or earned surplus. 
The item which we are using in our 
illustration originated without any 
relation to the income and expense 
flow. The amount did not arise out 
of, or because of, any distortion of 
the income flow. This is not a case 
where the income for years past has 
been inflated by failure to make ap- 
propriate charges. This type of 
situation should be distinguished 
from one in which there had been a 
failure to retire property or provide 
adequately for depreciation. The 
economic distinction between capi- 
tal and income is of first rank im- 
portance. It is an economic distinc- 
tion that accounting, even regulated 
accounting, should respect if the re- 
sults are to have any economic mean- 
ing. 

Such alterations in balance sheet 
accounts as arose out of balance 
sheet adjustments in the first in- 
stance should, if they are to be elim- 
inated, be eliminated in the way that 
they came into being. If a restate- 
ment of capital liabilities is imprac- 
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the elimination would seem 


tical, 
properly to be made against capital 
surplus; and, if there is no capital 
surplus, let there be one even if it 
must be reflected as a debit balance. 


A few accounting conventions 
night better be broken even unto 
having a red capital surplus than 
doing violence to a relationship of 
capital to income which has some 
real economic significance. An order 
of a commission which required the 
amortization of such capital excess- 
es over original cost by charges to 
income or earned surplus, would, in 
my opinion, overlook this basic eco- 
nomic discipline of all good account- 
ing. 

I am sympathetic with the confu- 
sion which must prevail in the minds 
of the public utility accountant. He 
thought he was an accountant, then 


he had to adjust his accounting to 
meet legally-imposed requirements, 
and this placed a great strain on 
many. Now we ask him to discipline 
his accounting by reference to the 
basic principles of business eco- 
nomics. That he hardly knows which 
way to turn or what to believe or 
who his master is is understandable ; 
but accounting, whether by com- 
pany or commission, ought to make 
as much of a contribution to the tell- 
ing of the economic truth as the 
essential nature of the accounting 
process will permit. After all, there 
is an increasing reliance on the re- 
sults of the accounting process, and 
it becomes proportionately more im- 
portant that the results constitute 
a meaningful truth for the guidance 
of those who make decisions of eco- 
nomic consequence. 


Some Implications of Original Cost 
By Georce O. May, C.P.A. 


When, out of regard for my friend 
Mr. Dyson, I agreed to appear on 
this program—although I had al- 
ready spoken to the Society and tres- 
passed upon your kindness once be- 
fore this winter—I felt considerable 
hesitation in dealing with a topic 
which he suggested, of “Original 
Cost”. I thought that if everything 
that could be said on the subject had 
not previously been said, it would 
have been said by the time that I 
was called on tonight; and I felt that 
I should be in the position of the man 
who wrote some lines in a memory 
book that I remembered seeing years 
ago which ran as follows: 

“You ask me for something original, 

3ut I don’t know where to begin; 

For there’s nothing original in me 

Except the original sin.” 

Now, whether you regard original 
cost as the progeny of original sin 
or the embodyment of the original 
virtue, is a question which each one 
of you can answer for himself. 
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I would like to make my first com- 
ment as Chairman of the Committee 
on Terminology of The American 
Institute of Accountants. I have felt 
with some regret —but also with 
some relief—that the committee of 
the National Association of Rail- 
road and Utilities Commissioners has 
not been more successful than we as 
professional accountants have been 
in finding terms that are really self- 
explanatory. “Original Cost’? does 
not seem to me to be a very illumi- 
nating term. It is all right in writ- 
ing—you can put it in quotation 
marks and indicate that you are us- 
ing it as a term of art and not in the 
sense that the man in the street 
might think you meant to imply— 
but that is rather difficult in speak- 
ing. The concept aims to consider 
cost from the standpoint of a person 
who occupies a different place vis-a- 
vis an investment from that of the 
present owner. It seems to me that 
this could best be expressed by 
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bringing in something to suggest 
the person—the legal person or the 
entity—from whose standpoint the 
concept has been developed. ‘“Enter- 
prise Cost”, it seems to me, would 
have been a much more illuminating 
phrase and would have brought out 
sharply the distinction between en- 
terprise cost and corporate cost, 
which is the concept on which ac- 
counting in the past has been more 
generally based. 

So much has been said on the sub- 
ject of original cost that it seemed 
to me that it might be worth while 
to say something about corporate 
cost. Mr. Justice Holmes, in a 
phrase that is often quoted, said that 
“To have doubted one’s own first 
principles is the mark of a civilized 
man”. Corporate cost is one of the 
first principles of accounting, and 
it may be a mark of our civilized 
quality if we do reexamine it a little 
tonight. 

[I would say first, however, that 
while that sentence of Holmes’ is 
often quoted, the context is less fre- 
quently quoted but may also be of 
interest to you. In the sentences 
that follow he goes on to say that 
to know what you want and why 
you think that which you propose 
is likely to produce it is the first 
step in useful reform. But, he says, 
the second and more difficult step 
is to realize what you must sacrifice 
in order to get it, and to make quite 
sure that what you are going to 
get is going to be worth the sacrifice 
which you have made; and I think 
that second step has sometimes been 
overlooked. I am not talking with 
reference to this particular question 
but am thinking of some of the re- 
forms that have been undertaken in 
recent years. 

When we consider the concept of 
corporate cost, I think we must 
realize that there has been some 
attack on its validity and general 
significance, in recent years. You 
are all familiar with the tax-free 
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reorganization provisions under 
which, for tax purposes, corporate 
costs of the present corporation may 
be ignored and cost to a prior owner 
may be the significant figure. This 
development of original cost in the 
utility field is, of course, another 
movement which shakes somewhat 
the position of corporate cost from 
the undisputed preeminence which 
it once occupied. In a recent article 
by a distinguished tax authority I 
noted a suggestion that if an excess 
profits tax becomes a part of our 
general taxing system as a perma- 
nent matter and not merely as an 
emergency tax, it may be necessary 
to go back of corporate cost, in a 
great many cases, in order to pre- 
serve equality of taxation. And if 
you read the works of some other 
economists who deal largely with 
taxation you will find many other 
ways in which they suggest that cor- 
porate cost has been given an undue 
significance in the past and that the 
position which it occupies needs now 
to be reconsidered. That, I think, 
is particularly true in our own coun- 
try, where reorganization and recap- 
italization are so easily effected. 

Under the doctrine of corporate 
cost, property accounts are deter- 
mined by values at the date the 
particular corporation which owns 
the property was created. That ob- 
viously lends itself to abuse through 
reorganization at a time when prices 
are high or low as may suit the 
purposes of the persons in control 
of the corporation. It is rather in- 
teresting also to observe that, in 
spite of easy reincorporation, we 
have been developing recently a no- 
tion of quasi-reorganization by which 
we allow people to get the benefits 
that would flow from reorganization 
without going through the formality 
of creating a new company. (As if 
the facilities were not great enough 
before.) 

I would like to bring that thought 
before you for a moment in relation 
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to the general tendency today to 
regard the income account as the 
vitally important account and to as- 
sume that its importance is largely, 
if not mainly, because of the light 
that it throws on the value of the 
securities of the corporation which 
makes the earnings. And [ would 
like you to follow me through this 
very simple chain of reasoning. 

To begin with, we will assume 
that the value of the enterprise or 
the stocks representing the enter- 
prise is determined largely by the 
earnings—net earnings, net income. 
The net income depends largely on 
the deductions made for deprecia- 
tion. The depreciation depends 
largely on the property values on 
which it is computed. Under the 
corporate cost system, the property 
values are determined by the time 
when the corporation was created. 
So that, ultimately, the value of the 
corporation, as determined by capi- 
talizing its income, is dependent on 
or largely affected by the time at 
which the company was _ incorpo- 
rated. 

Now that sounds a little 
doxical but, as a matter of fact, 
that chain of reasoning is being 
effective in a great many cases to- 
day. There are a lot of companies 
that are struggling along with poor 
earnings and low stock values be- 
cause they happen to have been 
incorporated at a period when values 
were high—and depreciation or de- 
pletion charges are therefore also 
high. There are others that show 
fair profits and market values be- 
cause they were reorganized at a 
time when values were low and so 
their depreciation or depletion 
charges are relatively small. 


para- 


Now of course that is true, to a. 


measure, in the case of enterprise 
costs. Accounting is essentially his- 
torical, and therefore the deprecia- 
tion charges must be determined on 
the basis of cost to the enterprise 
or cost to the particular corporation 
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which is carrying on the enterprise. 
Therefore they will be affected ac- 
cordingly as the enterprise was 
launched at a period of high or low 
price level. But at least we may 
say this for enterprise costs: that 
the basis is determined on the prices 
which prevailed at a time when a 
real transaction between parties 
dealing at arms’ length took place, 
whereas in the case of mere reor- 
ganizations without change of owner- 
ship that is not true. And, more- 
over, there is only once that the 
principle can be applied in the case 
of enterprise cost, and it may be ap- 
plied in a number of cases if cor- 
porate cost or quasi-reorganization 
cost is the basis of accounting. 
As a matter of fact, in my capacity 
of consulting accountant at the Stock 
Exchange, we had a very nice ques- 
tion in one of the investment trusts 
that wrote down its assets and made 
a new starting point, and began to 
show a few profits on the sale of 
securities, based on the written- 
down figures. Then the market took 
another dip and they wrote them 
down again and, a little later, they 
came to the Stock Exchange and 
said they were thinking of writing 
them down again. The Stock Ex- 
change said, “Once is all right; 
twice is perhaps permissible; but 
we can’t let this become a habit”. 
Now that of course suggests a 
difference in the position where re- 
organization takes place without any 
change of ownership, and in the case 
where reorganization is incidental 
to a substantial change of owner- 
ship, and I think, in any discussion 
of our problems, we shall have to 
consider that point. But I think 
what I have said is sufficient to 
indicate that the whole idea of cor- 
porate cost and what it stands for 
is worthy of reexamination by ac- 
countants with something like the 
same skill and intensity with which 
the concept of original cost or enter- 
prise cost is being examined and 
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criticized by them. After all, we 
should criticize the things which 
originate with us as well as the 
things which originate with other 
people; in fact, we are much more 
likely to be blind to the faults of 
our children than we are to the 
faults of other people’s children. 
But in any reconsideration we must, 
as Mr. Justice Holmes suggests, 
take account of what we shall sacri- 
fice as well as of what we shall gain 
on any change. 

That was what I thought mainly 
I wanted to say to you tonight. 
But I would like to say one other 
thing about the question of enter- 
prise cost. Those who, like myself, 
are getting toward the end of their 
careers in accounting can perhaps 
be most useful to those who are 
coming up in the profession if we 
give them the benefit of the back- 
ground of experience and _ history 
which we have acquired. And so I 
would like to ask you to look back 
with me for a moment to the situa- 
tion which existed when I started 
the practice of accounting in New 
York in 1897. 


At that time there was a move- 
ment to protect the people from the 
oppression of railroad rates that 
were based on cost—when costs of 
construction had fallen and values 
were no longer equal to cost. That 
was the issue involved in the case 
of Smith vs. Ames, which was de- 
cided, as you remember, in 1898. If 
we follow the history of the rail- 
roads—which have a longer history 
in this respect than utilities—we 
shall recall a period when the Inter- 
state Commerce Commission _be- 
came enamored of the concept of 
depreciated cost as a basis for rail- 
road accounts, for regulation, and 
for the preservation of the rights 
of the people. 

Now unfortunately the railroads 
are in a position where they cannot 
earn, in many cases, a fair return 
on cost of reproduction or corpo- 
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rate cost or original cost; and now 
we find the Interstate Commerce 
Commission (although I believe 
some of its members are members 
of the National Association of Rail- 
road and Utilities Commissioners) 
paying scant respect to the doctrine 
of original cost itself which the 
utility members of that Commission 
favor. In proceedings relating to 
reorganizations of railroads, they are 
insistent—first, that the capital of 
the reorganized companies must be 
determined without regard to cost, 
or value, or anything else—simply 
on the basis of what they estimate 
to be the earning capacity at the 
present time—and, secondly, once 
that capitalization has been deter- 
mined, that the corresponding prop- 
erty accounts are the only ones 
which are to be given recognition 
on the books of account of the rail- 
road. 





You may say that is merely recog- 
nition of a. condition of loss of 
earning capacity; but I remember 
very well that, in the year 1896 when 
railroads were emerging from the 
depression of 1893, very much the 
same condition existed. I remember 
that Atchison stock sold at that 
time around $3 or $4 a share, and 
nobody dreamt it would ever go 
to par or anything of that sort. 

It may seem equally improbable 
that railroads will be able to get to 
a point where they will be able to 
earn a return greatly in excess of 
their present earnings, which are to 
be capitalized as the Interstate Com- 
merce Commission proposes. But it 
does not seem to me at all impossi- 
ble that if we do have inflation, or 
something of that sort, as a result 
of war or defense conditions, a 
situation of that kind might come 
about, and I am rather interested, 
therefore—and I think all the utility 
commissioners should be interested 
—in the difference of point of view 
displayed by the I.C.C. as com- 
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pared with that of some of the other 
commissions. 

[ should have liked, if there had 
been time, to say something about 
things that our previous speakers 
have said in regard to our profes- 
sion; but I have taken up more time 
than | should already, so I will say 
only one or two words. 

[I am very grateful for what Mr. 
Goldthwaite has said, more particu- 
larly as it comes more gracefuily 
from him than it did from me on 
several occasions when I said some- 
thing of the same kind in the past. 
I think the functions of the account- 
ant and the engineer have never 
been properly delimited, and that an 
understanding between them would 
be much better worked out along 
the lines he has suggested than 
along the lines which have been 
suggested in the past. He did say 
that he thought no accountant had 
ever expressed an opinion on the 
adequacy of depreciation, and I would 
like to say, in defense, in my reply 
to that, that I habitually qualified 
the accounts of utility companies on 
the ground that they were inade- 
quately providing for depreciation, 
until various commissions gave sup- 
port to the retirement method and 


left us in a position of either saying 
that it was adequate on that basis 
or saying that it was inadequate and 
taking the position that they were 
“all out of step except our Jock”. 
We had the Supreme Court and the 
engineers as well against us, and 
it would have been presumptuous 
for us to say we were the only 
people who were right and they 
were all wrong. 

I was interested in much that Dr. 
Dorau had to say, and [ think there 
is a great need for accountants to 
get more knowledge of economics ; 
but also there is a great need for 
economists to have a clear under- 
standing of what economics is, just 
as there is a great need for account- 
ants to have a clear understanding 
of what accounts are. There is by 
no means a uniformity among ac- 
countants as to the basic methods 
of accounting, and I think it is 
equally true there is no uniformity 
among economists on some basic 
concepts of economics. Ours is a 
utilitarian society and what is most 
useful has to be determined accord- 
ing to varying conditions and cannot 
be developed on any purely syllogis- 
tic lines. 


Public Utility Regulation 


By Dr. Miro R. MALTBIE 


[ want to discuss for a little while 
the question of what accountants 
ought to say about their (I will not 
use the word “audits’—I don’t 
think that properly applies)—but 
about their “examination” of the 
accounts of the corporations upon 
which they make reports; the cor- 
porations to which they give state- 
ments which appear in the annual 
report sent to the stockholders. 

I have before me a _ statement 
made by an accounting firm after 
canvassing the accounts of a cor- 
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poration which I will read (names 
are omitted): 

“We have made an examination 
of the consolidated balance sheet 
of (blank) corporation and its sub- 
sidiary companies as at December 
31, 1940, and of the consolidated 
statements of profit and loss and 
earned surplus for the year ended 
on that date. In connection there- 
with we have reviewed the system 
of internal check and the account- 
ing procedures, and have examined 
or tested accounting records of the 
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companies and other supporting evi- 
dence by methods, at times, and to 
the extent we deemed appropriate ; 
but we did not make a detailed audit 
of the transactions. 

“In our opinion the accompany- 
ing balance sheet and the related 
statements of profit and loss and 
earned surplus present fairly the 
consolidated position of the (biank) 
company and its subsidiaries as at 
December 31, 1940, and the results 
of their operations for the year 
ended on that date, in conformity 
with generally accepted accounting 
principles applied on a basis con- 
sistent with that of the preceding 
year.” 

Perhaps I ought not to come here 
and criticize reports of accountants, 


but “Daniel went into the lions’ 
den” and here goes! 
I would like anyone to tell the 


stockholder—what that means in 
reality: what work was actually 
done; how many men, for instance, 
were on the job; what did they do; 
what investigation did they make; 
what does it mean when it says, “at 
times and to the extent we deemed 
appropriate”? 

Let us pass to the balance sheet 
and related statements of profit and 
loss. How far were they examined 
into? What do the asset accounts 
represent? Do they represent origi- 
nal cost? Do they represent repro- 
duction cost? Do they represent 
what the corporation paid—or an 
entry on the asset side equal to 
the par value of what was placed 
on the security side of the balance 
sheet when the company was formed? 

Answers would be illuminating 
statements and those are the things 
that every one of you, if you were 
deciding whether to invest a large 
amount of money in a property or 
not, would want to know. I don’t 
mean to say you would stop there 
of course. 

Let us take another accounting 
report. Here is one with very nearly 
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the same statement that I read. 
But listen to this: 

“The practice of the company and 
its subsidiaries in computing their 
net income or net loss without de- 
duction for depletion of metal mines”’ 
(no deduction for depletion of metal 
mines) “is in accordance with accepted 
accounting procedures in industries 
engaged in the mining of copper, 
zinc, lead, silver and gold, and is 
in agreement with long established 
and consistently maintained account- 
ing practices and procedures of this 
company and its subsidiaries and 
others similarly situated; and the 
company is advised by counsel that 
such procedure is in accordance 
with legal requirements.” 

I don’t know who the counsel 
was, but in the State of New York 
the law is that you must deduct 
provision for depreciation, and that 
includes depletion, before you have 
any net earnings to divide. Are 
copper, zinc,. lead, silver and gold 
mines so different from coal mines 
that one should not deduct depre- 
ciation (or depletion if you want 
to call it that) for these mines and 
that one should for coal mines? 

We go to the balance sheet of 
that company. There are about 
$300,000,000 of mines and mining 
claims, water rights and lands, out 
of a total of $600,000,000 of assets. 
There is deducted on the asset side 
(I want to call the attention of some 
of my utility friends to this deduc- 
tion) the reserve for depreciation 
on other property but no such de- 
duction on the items just named. 


There also happened to come to 


my desk at the same time an ac- 
counting publication, in which I 


found an article by a professor of 
accounting. He undertakes to tell 
how the accountant shall determine 
whether a reasonable amount has 
been deducted each year in deter- 
mining net income—a_ reasonable 
amount for depreciation—when he 
is making what I think he calls a 
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“limited audit” of the company’s 
accounts. He describes what the 
accountant should do in order to 
determine how much for deprecia- 
tion should be taken out. 


He tells quite carefully how one 
should check up the capital entries 
—that is, the property added and 
the property retired—and how he 
should be very careful to determine 
the amount on which depreciation 
is to be deducted at the end of the 
period. I want to commend that 
suggestion to some of the utilities: 
“at the end of the period”, not 
monthly, but at the end of the year. 
Just how an accountant keeping 
monthly accounts during the year 
can make them up by this method 
he does not explain. But there is 
not a word to tell how you are 
going to compute the percentage 
vou apply to the base cost in order 
to determine depreciation. This re- 
minds me very much of the young 
engineer who, in determining the 
circumference of a circle, paced off 
the diameter and then multiplied it 
by pi carried out to five decimal 
points. Well there are various kinds 
of pi(e). 

[ maintain that an accountant, 
unless he is also an engineer and 
knows how to determine the factors 
that go into depreciation, does not 
know how to compute depreciation, 
except possibly under the retire- 
ment fund theory. If you are going 
to determine the amount of depre- 
ciation actually accruing in the prop- 
erty (which the United States Su- 
preme Court says begins the mo- 
ment a piece of property goes into 
use) from year to year and the re- 
serve credit that ought to be set 
up through charges to operating ex- 
penses, there are certain things you 
must know and must determine. 
They relate to the life of the prop- 
erty and the history of the property. 
I do not see how an accountant with 


mere accounting experience (and 
that is not to minimize it at all) 
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and without the engineering training 
in these matters, can determine how 
depreciation shall be computed. 

The accountant has certain func- 
tions to perform and the engineer 
has certain functions to perform; 
but an accountant, unless he has 
engineering advice, is incompetent 
(if you will allow me to say it) to 
determine what was properly the 
net income of a corporation. 

Sometime ago a committee — | 
think a committee of this Associa- 
tion—came to see me regarding cer- 
tain accounting matters and certain 
decisions that the Commission had 
made and I put to them this propo- 
sition (this is an actual case): 

A company carries on the asset 
side of its balance sheet the item of 
Land—not in the utility property 
account—but in a separate account. 
It represents land which was once, 
I believe, in large part or in whole 
used for a_ utility purpose, and 
ceased to be used for that purpose 
and was transferred to another ac- 
count—Other Physical Property. 

The original cost of the land was 
about $3,000,000—it happened in that 
case that the land had gone down 
in value. Whether it went down 
because the plant was located there 
and the land before it was devoted 
to public service was worth more 
than it is now, or due to some other 
cause, is immaterial. The land today 
is not worth more than $2,000,000. 

Now I want to put this question 
to you: At what amount should 
that appear on the balance sheet if 
nothing more is to be said? Is it 
proper, would you accountants pass 
a balance sheet, if you knew that 
the land cost $3,000,000 but had a 
market value over many years of 
only $2,000,000—would you attach 
a statement such as I have read 
that the balance sheet correctly rep- 
resents the position of the company? 

There is another matter that has 
become very lively in the last few 
vears and that is the question of 
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pension liability. More and more 
utilities and other corporations have 
been establishing retirement sys- 
tems and they have charged to their 
operating expenses from year to 
year the amount which they actually 
paid out in the way of pensions and 
retirement allowances; but have set 
up nothing on their books to show 
the increasing obligation that they 
are under because their employees 
are getting older and older; and you 
will find today a good many cor- 
porations that have these pension 
plans but have no liability on their 


books to show what has actually 
accrued. 
Some of you may have had ex- 


perience in the old days with mutual 
insurance companies. They got to- 
gether a large number of fellows 
between 20 and 30 years of age. It 
was fine for awhile—nobody died 
and there were no fees, no charges 
to be paid. You would hear those 
fellows go around and boast how 
very low their assessments were as 
compared with the premiums of the 
old time companies. 

But what happened? Those fellows 
in ten years were thirty to forty, 
later forty to fifty. And when they 
began to die off they had to pay 
larger assessments and young fel- 
lows would not come in. Then the 
companies failed. 

Of course the pension plan of a 
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big corporation is probably not 
going to “bust” any corporation, 
but the accounting basis for show- 
ing on the liability side the lia- 
bility that has come into being 
gradually by the employees increas- 
ing in age should be recognized. 
Some of the corporations in the 


State of New York have gone to 
actuaries and said, “Tell us what 


our liability is, figured out on the 
basis of the actuarial tables”, and 
they put it on their books. 

In conclusion, it seems to me that 
an accounting firm cannot be in a 
position to render a report which is 
valuable to the stockholders unless 
their investigation covers more than 
a small portion of the year. It seems 
to me that the accountants in order 
to make a report should be in touch 
with the company right along through 
the vear, should be testing out their 
methods constantly. 

Of course, no corporation can pay 
the expense to have a complete 
audit, to have every bill, every ex- 
penditure, every item that goes in 
carefully checked and examined. But 
it has always seemed to me there 
might be a compromise whereby 
the accountants would be constantly 
in touch—observing, examining the 
methods that are used, checking up, 
and with the aid of engineers mak- 


ing studies on depreciation and 
other matters. 
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MANUFACTURERS’ 
COMPLETE 
ACCOUNTING 











Mechanical aids now available 
have so simplified accounting 
procedures that many methods, 
long accepted, are costly by 
comparison. 


The Burroughs Complete 
Accounting Machine for Manu- 
facturers, utilizing direct-to-the- 
answer methods, represents 
modern accounting at its best. 
This machine provides figure in- 
formation and reports promptly 
and eliminates indirect effort and 
confusion. 


We invite your inspection. 


Burroughs Adding Machine Co. 


219 Fourth Avenue ALgonquin 4-6350 
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